
THE INVESTMENT CREDIT AND SMALL BUSINESS

Item Type text; Dissertation-Reproduction (electronic)

Authors Raby, William L.

Publisher The University of Arizona.

Rights Copyright © is held by the author. Digital access to this material
is made possible by the University Libraries, University of Arizona.
Further transmission, reproduction or presentation (such as
public display or performance) of protected items is prohibited
except with permission of the author.

Download date 24/05/2023 21:11:18

Link to Item http://hdl.handle.net/10150/287663

http://hdl.handle.net/10150/287663


71-18,117 

RABY, William Louis, 1927-

THE INVESTMENT CREDIT AND SMALL BUSINESS. 

The University of Arizona, Ph.D., 1971 
Accounting 

University Microfilms, A XEROX Company , Ann Arbor, Michigan 

@ COPYRIGHTED 

BY 

WILLIAM LOUIS RABY 

1971 

iii 

THIS DISSERTATION HAS BEEN MICROFILMED EXACTLY AS RECEIVED 



THE INVESTMENT CREDIT AND SMALL BUSINESS 

by 
I 

William Louis Raby 

A Dissertation Submitted to the Faculty of the 

BUSINESS ADMINISTRATION COMMITTEE 

In Partial Fulfillment of the Requirements 
for the Degree of 

DOCTOR OF PHILOSOPHY 

In the Graduate College 

THE UNIVERSITY OF ARIZONA 

19 7 1 



THE UNIVERSITY OF ARIZONA 

GRADUATE COLLEGE 

I hereby recommend that this dissertation prepared under my 

direction by William Louis Rahv 

entitled The Investment Credit and Small Riisinpss 

be accepted as fulfilling the dissertation requirement of the 

degree of Doctor of Philosophy 

£ J 77J 
Dissertation Director /7Date 

After inspection of the final copy of the dissertation, the 

following members of the Final Examination Committee concur in 

its approval and recommend its acceptance:« 

o-+-<l ft, / f 7/ 

%4-lua ' 4 7/ 

y 

"This approval and acceptance is contingent on the candidate's 

adequate performance and defense of this dissertation at the 

final oral examination. The inclusion of this sheet bound into 

the library copy of the dissertation is evidence of satisfactory 

performance at the final examination. 



STATEMENT BY AUTHOR 

This dissertation has been submitted in partial 
fulfillment of requirements for an advanced degree at The 
University of Arizona and is deposited in the University 
Library to be made available to borrowers under rules of 
the Library. 

Brief quotations from this dissertation are allow
able without special permission, provided that accurate 
acknowledgment of source is made. Requests for permission 
for extended quotation from or reproduction of this manu
script in whole or in part may be granted by the copyright 
holder. 



TABLE OF CONTENTS 

Page 

LIST OF TABLES • viii 

ABSTRACT . . x 

1. INTRODUCTION . 1 

Methodology ............ 3 
Questionnaires 5 
Statistical Methodology 6 
Validity 7 
Conclusions 9 
Other Studies 11 

2. HISTORICAL BACKGROUND FOR INVESTMENT CREDIT .... 15 

The Swedish Free Depreciation and Investment 
Reserve System ........ 15 

The New Swedish Approach of 19 55 18 
The British Initial and Investment Allowances . 22 
The United States Depreciation Allowance .... 23 

3. TAX POLICY AND INVESTMENT . . . . 31 

Tax Policy and Investment 31 
The Timing of Tax Deductions for Capital 

Investments 32 
The Effect of Corporate Income Tax on the 

Three Categories of Investment ....... 33 
Investment Currently Deductible 33 
Investment Not Deductible 34 
Depreciable Investment e 34 

4. THE INVESTMENT CREDIT 36 

The Operation of the Credit 39 
Carrybacks and Carryovers 41 
Recapture ..... 41 
Replacement Property 43 
Leased Property ......... 44 

iv 



V 

TABLE OF CONTENTS—continued 

Page 

5. PROBLEM AREAS WITH THE INVESTMENT CREDIT - 47 

Corporations 47 
Treasury Opposition ...... 50 
Fiscal Unresponsiveness .... . 53 

6. THE INVESTMENT CREDIT AS AN INFLUENCE ON INVESTMENT 
DECISIONS , 56 

Concept of the Model 56 
Profitability Index ....... 57 
Timing and Investment 60 
Symbols and Formulae . 62 
Purchase of an Asset Capitalized or Charged 

to Expense 66 
Summary . . 75 

7. ACCOUNTING TREATMENT AND INVESTMENT CREDIT 
EFFECTIVENESS 77 

Investment Reduction ... 77 
Flow-through 80 
Contribution to Capital 81 
"52-48" 81 
How the Accounting Profession Treated the 

Investment Credit ..... 82 
Accounting Treatment and the Small 

Businessman ..... ...... 86 
Impact of the Investment Credit on Financial 

Statements . 86 
Working Capital 87 
The Book Value of Owner's Equity 87 
Earning Power 87 

Four-Year vs. Eight-Year Life .... 90 
Eight-Year vs. Twenty-Year Life ... 91 
Capitalize 8-Year Life or Charge 

to Expense 91> 
Summary ..... 95 

8. EMPIRICAL TESTING 97 

The Effect of the Suspension 97 
Anticipation of the Suspension ... . . . . 98 
The Suspension Period 100 



vi . 

TABLE OF CONTENTS—continued 

Page 

Restoration 101 
Advantages of the Investment Credit .... 103 
Defects in the Investment Credit 103 
Effect of Removal 105 

Summary of the Differences 106 
Geographic Differences . . 107 
Differences in Size 108 
Interviews vs. Mail Survey 110 
Industry Differences Ill 

Results Shown by Some of the Other Questions . . Ill 
Decision-Making or Choosing from 

Alternatives Ill 
Return on Invesment 112 
Financing and Purchasing Decisions .... 112 
Financial Statements . . 113 
Profits and Investment 113 
Discounted Cash Flow 114 

Comments on Fieldwork and Questionnaires .... 114 
Changes in the Credit 116 
Arguments for Retention ..... 118 
Miscellaneous Comments 118 
Examples of Transactions 121 
Comments on the 1969 Repeal 122 

9. CONCLUSIONS 123 

10. COMMENTS AND RECOMMENDATIONS 129 

Comments . 129 
Tax Benefits for Small Businesses ..... 129 
Public Policy Toward Small Businesses . . . 132 
Why the Investment Credit Should Have 

Helped Small Business 133 
Defects in the Investment Credit as a 

Motivator • 134 
Other Defects in the Investment Credit . . 135 

Recommendations .......... 136 
Tax Incentive vs. Subsidy 136 
Proposed Investment Allowance 

Legislation 138 
Discussion of the Proposal 141 
Summary 149 

APPENDIX A: AN ACTUAL CASE BEFORE THE TAX COURT 
OF THE UNITED STATES 150 



vii . 

TABLE OF CONTENTS—continued 

Page 

APPENDIX B: FINANCIAL AND ACTUARY VALUES . . . 209 

APPENDIX C: LETTER FROM STANLEY S. SURREY, 
ASST. SECRETARY FOR TAX POLICY . . . 213 

APPENDIX D: QUESTIONNAIRES . . 217 

APPENDIX E: CHI-SQUARE ANALYSIS OF ANSWERS TO 
SELECTED QUESTIONS . 232 

APPENDIX F: PROPOSED LEGISLATION . . . 238 

LIST OF REFERENCES 244 



LIST OF TABLES 

Table Page 

I. Weight Given Investment Credit 11 

II. Impact of Investment Credit Suspension .... 12 
/ 

III. A Typical Fund Under the Swedish Approach ... 21 

IV. An Extreme Example of Tax Incentive 28 

V. A Rate of Return on a Hypothetical 
Depreciable Investment 35 

VI. Form 3468 Computation of Investment Credit . . 40 

VII. The Purchase of Assets of Four, Six and 
Eight-Year Lives 63 

VIII. Difference in Cost of Capital 64 

IX. The Purchase of Assets of Eight-Year and 
Twenty-Year Lives 65 

X. Sample Depreciation Deductions 67 

XI. Analysis of Capitalized Investment 67 

XII. Cash Flows of Two Competing Alternatives ... 69 

XIII. Investing in a New Building vs. Investing 
in New Equipment 73 

XIV. Leasing New Equipment Opposed to Purchasing 
the Equipment 74 

XV. Depreciation for Income Tax Purposes 79 

XVI. Sample Capitalized Depreciation Deductions . . 93 

XVII. Analysis of Expensed Investment 94 

viii 



ix 

LIST OF TABLES—continued 

Table Page 
* * 

XVIII. Action Taken in Anticipation of the 
Suspension . ..... 98 

XIX. Comprehension of Effect of Suspension .... 99 

XX. Chi-Square Analysis of Responses ....... 100 
t 

XXI. Postponement of Purchasing 100 

XXII. Chi-Square Analysis of Postponement ..... 101 

XXIII. Reaction to Restoration ..... 102 

XXIV. Chi-Square Analysis of Reaction 
to Restoration 102 

XXV. Perceived Advantages of Investment Credit . . 103 

XXVI. Defects in Investment Credit 104 

XXVII. Chi-Square Analysis of Defects 104 

XXVIII. Effect of Removal of Investment Credit .... 105 

XXIX. Chi-Square Analysis of Effect of Removal . . . 106 

XXX. Comparison of Answers to Question 6 108 

XXXI. Comparison of Answers to Question 24 109 

XXXII. Difference in Size Distribution ....... 109 

XXXIII. Chi-Square Analysis of Size Distribution . . . 110 



ABSTRACT 

Except for a short suspension period, the Investment 

Credit was a part of the American business tax scene for 

nearly seven years. Although it was intended to stimulate 

investment throughout the business world, there were spe

cific provisions of the Credit designed to benefit the small 

businessman. 

In an attempt to evaluate the effect of the In

vestment Credit on small businesses two methods were used: 

a hypothetical model was constructed and analyzed, and a 

survey of 3,454 small businesses was made. 

The hypothetical model was of two representative 

small business decision-makers, one perceiving his cost of 

capital as 10 percent and the other as 25 percent. The 

model was analyzed using the profitability index variant 

of the discounted present value approach. Typical situ

ations considered were: The purchase of an asset with 

four-year life as opposed to six and eight, investing in a 

new building versus investing in new equipment. From the 

model it was concluded that an investment credit increases 

the perceived profitability of an alternative, regardless of 

x 
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the cost of capital. The rational small business decision

maker should be inclined to make investments he would not 

make without the Investment Credit. 

The survey of 3,454 small businesses chosen at 

random from eight cities was designed to test the effective

ness of the Investment Credit in influencing the decisions 

of small business decision-makers. The survey was also 

designed to determine if familiarity with the Credit was a 

significant factor in its use, and to separate those small 

businessmen with a minimal level of knowledge from those 

with more. 

One specific question in the survey was designed 

to test the theory that small businessmen tend to use a 

discounted cash flow approach to making investment 

decisions. 

The survey was conducted by mail between August and 

September of 1968. In addition to the mail questionnaire, 

separate forms were sent to all of the accountants listed in 

the eight cities and 74 personal interviews of randomly 

selected businesses from the mail survey were conducted. 

Responses to the survey were analyzed by Chi-Square analysis 

to a 0.01 degree of probability. With this analysis, there 

was only one probability in one hundred that a given result 

would differ from another solely by chance. 



Prom the analysis of the responses, the following 

conclusions were reached about the Investment Credit and 

small businesses: 

(1) That it cannot be stated with any support 
that the overwhelming majority of small 
businessmen utilize any sort of discounted 
cash flow approach in evaluating investment 
credit alternatives; 

(2) The complexity of the Investment Credit 
was not a major problem in the motivation 
to use it; however, only 26 percent of 
those surveyed indicated that they had a 
fair understanding of the Credit; 

(3) The small.business respondents in the 
study appear to make their financing de
cisions on the basis of relative cost of 
different types of capital—while the In
vestment Credit would have been a source 
of cash flow, it would not appear to have 
had any influence on decisions of: 
borrowing, buying or leasing with an 
option to purchase, buying in installment, 
or financing expansion with equity capital 
rather than debt; 

(4) The Investment Credit did appear to have 
had some impact on small business in
vestment decisions, but the impact would 
probably have been greater if the credit 
had been larger or better understood; and, 

(5) Relatively few capital expenditures were 
made that would not have been made without 
the Investment Credit; however it would 
appear that different investments were 
made than would otherwise have been made— 
in equipment instead of buildings, for 
example. 



CHAPTER 1 

INTRODUCTION 

On December 30, 1969, President Nixon signed into 

law the Tax Reform Act of 1969. The Act repealed earlier 

provisions for Investment Credit in the Internal Revenue 

Code retroactive to April of the same year. The Investment 

Credit, a part of the American business tax scene since 

1962, effectively disappeared. 

This study is an attempt to evaluate the effect 

of the Investment Credit on investment decisions of small 

businesses. For the purpose of this investigation, a small 

business will be defined as one having fewer than 500 

employees which is not a division or branch of a larger 

enterprise. 

That the investment Credit provisions helped finance 

capital investment in larger organizations, especially 

corporations, is indicated by the more than $2.3 billion 

credits taken by U.S. businesses in the fiscal year ending 

June 30, 1969 (Surrey 1970, p. 709). 

This estimate by Professor Surrey may be somewhat 

low, since the U.S. Treasury Department Statistics of 

Income for the fiscal year ending June 30, 1967, which in

cluded the Investment Credit suspension period, showed 



investment credits of $430 million claimed on individual 

returns and $2 billion claimed on corporate returns. This 

would give a total of $2.4 billion. 
/ 

Although it can be assumed that the bulk of this 

amount was taken by other than, small businesses (Richard 

1968, pp. 51-55), the Investment Credit statute did contain 

specific sections designed to help the smaller firms. 

The figures of the Treasury Department Statistics 

of Income for 1966 (the fiscal year ending June 30, 1967) 

give some indication of the use of the Investment Credit by 

small businesses and individuals. A provision in the Credit 

allowed the first $25,000 of corporate tax to be completely 

offset by the Investment Credit. In 1966, the 1,468,725 

corporate returns filed claimed $2,006,385,000 of credit. 

The 642,834 firms with a total income tax liability (before 

investment credits) under $25,000, claimed $186,937,000 of 

credit. 

The use of the Investment Credit by individuals is 

also reflected in the income statistics for the same year. 

Of 2,070,560 returns filed with credits of $430,559,000, 

individuals with an adjusted gross income under $15,,000 

represented 1,470,6 55 returns with credits totaling 

$235,361,000. 

While the figures for the small businesses and 

individuals are in no way a clear indicator of the exact 

magnitude of the use of the Investment Credit, it would 
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appear that the tax subsidy was assisting in financing their 

investment decisions. 

Since other studies, discussed later, have con

centrated on the large corporations and their use of the In

vestment Credit, it is the purpose of this investigation to 

determine if the majority of small businesses understood the 
I 

Credit, to what extent it was used, and if the motivating 

effect desired by the lawmakers was achieved. 

In addition, recommendations, where appropriate, 

will be made so that any future program designed to achieve 

similar objectives may benefit from the Investment Credit 

experiment of 1962-69. 

At the time the study was begun, the Investment 

Credit was still in effect and it was not then known that 

it would be repealed. To investigate a situation in which 

the Investment Credit did not exist, a study was made of. 

the suspension period from October 10, 1966, to March 9, 

1967. This period was regarded as a change in the environ

ment of small business decision-makers which could provide 

information on whether the Investment Credit did have any 

substantial influence on their decisions. 

Methodology 

For this study, a theoretical "population" of 

typical small businesses was constructed using the tele

phone directories of the eight cities of Los Angeles, 



San Francisco, Seattle, Salt Lake City, Denver, Albuquerque, 

El Paso and Phoenix. Using a random process, 375 business 

names were selected from the white pages of the directory of 

each city. Every fifth printer, every third truck rental 

and leasing agency listed in the yellow pages was selected, 

in addition to all the soft drink bottlers. 
/ 

With this random process, a total of 425-450 

small businesses in each city was compiled, with a complete 

"population" for the eight cities of 3,454. 

A questionnaire (reproduced in Appendix D) with 

carefully chosen inquiries on the Invesment Credit was 

mailed to each business between August and September of 

1968. In addition, each accounting firm listed in the 

directories was sent a separate questionnaire, a total 

mailing of 496. There were 246 responses from the busi

nesses and 146 from the accountants. 

To supplement the material obtained from the random 

mailing, personal interviews were conducted in the fall and 

winter of 1968 in five of the eight cities: Los Angeles, 

Seattle, San Francisco, Salt Lake City and El Paso. The 

interviewees were selected by a random process from those 

to whom the questionnaire had been sent, but who had not re

sponded. Appointments were arranged by mail and telephone. 

In personal interviews, questions one through six of the 

form (see Appendix D) were used. Seventy-four interviews 

were completed. 



In addition to providing extra material, the 

personal interviews were to test the possibility that the 

direct mail-sampling had not been effective in producing 

reliable results. 

After the repeal of the Investment Credit in 

December, 1969, additional telephone calls were made to 

30 of the firms which had previously been interviewed. 

Usable responses were obtained from 22 of the firms on 

three questions. This provided a further check on the 

previous interview reliability. 

Que st ionnaires 

Although the main importance of the inquiries was 

to determine if the "average" small business was benefiting 

from the Investment Credit, several other points were con

sidered to be of major significance for this study. 

Responses were analyzed on a geographic basis so 

that information could be obtained on the use or knowledge 

of the Investment Credit in different areas. Specifically, 

were small businessmen in one area of the country more 

knowledgeable and sophisticated in the use of the Investment 

Credit than those in others? 

To determine if familiarity with the Investment 

Credit was a significant factor in its use, questions were 

structured to reflect the variation of knowledge among 

small businessmen, using the period of suspension as a 



ready frame of reference. Queries were also aimed at. sepa

rating those with a minimal level of knowledge from those 

with more, to see if the answers differed significantly.. 

The accountants were also surveyed to compare their opinions 

with those of their clients. 

One specific question was constructed to test the 

theory that small businessmen tend to use a discounted cash

flow system in making investment decisions. 

'Statistical Methodology 

The responses from the business mailings and 

personal interviews provided data, especially in terms of 

choices, which could not be expressed in numerical terms. 

The received material dealt mainly with classificatory 

distributions, indicating that parametric techniques (such 

as analysis of variance) would not be applicable. Ac

cordingly, it was decided that non-parametric methods 

would have to be used. 

2 The Chi-Square (X ) test, which deals with a com

parison of actual frequencies within certain categories 

with an expected frequency, seemed most appropriate to 

the problem. Like parametric tests, Chi-Square deals 

with probabilities—determining if a given probability is 

a result of chance or whether it is "significant" when a 

particular result is known. 



For this study, a .01 degree of probability in the 

classification of results was felt to be most appropriate. 

A level of 0.3 would have meant that 30 percent of the time 

a result would appear to be significant which was actually 

due to chance. This seemed too high a level when a sub

stantial number of Chi-Sguare tests were to be conducted. 

A 0.001 level of significance 'seemed too low, with less 

than 50 analyses being done. 

The 0.01 degree of probability would mean that in 

the analyses performed, there would be only one chance in 

one hundred that a difference deemed to be meaningful would 

be due solely to chance. 

Validity 

No attempt was made to select the business "popula

tion" on the basis that it represented a sample of the 

small businesses of the entire country. Other researchers 

(Solomon, 1963, p. 3) have commented on the problem of 

obtaining a good representative sample and have concluded 

that a "lack of willingness on the part of small business

men would preclude the possibility of obtaining a repre

sentative sample of small business no matter how well 

endowed a research project." 

The eight cities selected were chosen on a judgmen

tal basis and no attempt was made to design a questionnaire 

that would provide minimal information with maximum response 



The size of the validating interview sample was 

determined on the basis that it constituted a portion drawn 

from the entire mailing. The point to be validated was the 

impact of the suspension period on investment decisions. 

The problem was one of acceptance sampling. The mail re

sponses indicated that only 20 percent of the responding 

firms were affected by the suspension. The sample size was 

determined on the basis that the expected rate of occurrence 

of the attribute being tested was not over 30 percent. A 

confidence level of 90 percent with a reliability level of 

+ .7 percent seemed sufficient. This indicated a sample size 

of 113. To be on the safe side in the event that the as

sumptions were made in error, a sample size of 16 0 was 

selected. 

With the field interviews, it was decided that 

n=20 would be sufficient for most non-parametric tests that 

might possibly be utilized. Since eight cities were ini

tially involved, an n=160 would meet all required standards 

for the study. 

Of 160 respondents selected at random in the five 

cities, 17 firms did not meet the definition of a small 

business for the purpose of this study, six were out of 

business, 28 had fixed assets which were not material (in

surance agencies, tailor shops, etc.), and 35 were not 

interviewed at their request. 



To the extent that the field interviews were con

ducted utilizing six of the same questions as the mail 

survey, the results do not indicate that the two groups 

interviewed by the different methods were from a different 

"population". The Chi-Square analysis, Table 4, Appendix 

E, suggests that differences in response between the two 

groups are no more than would be expected due to chance. 

Conclusions 

The small return on the mail questionnaires may re

quire that some caution should be exercised in the inter

pretation of the findings. However, the field surveys tend 

to uphold the results of the mail-sample and the total re

sults are consistent with studies by other researchers. 

W. Edwards Deming (1950, p. 35) points out that 

"The amount of response that may be tolerated in a proba

bility-sample depends on the aims of the survey." He also 

points out (Deming 1960, p. 69) that "It is sometimes a 

fact that the results from the responses alone solve the 

problem without any special action on the non-responses." 

While Deming and most other researchers have dealt speci

fically with non-response in working with parametric data, 

the principles should be applicable to the type of non-

parametric material with which this study was conducted. 
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William G. Cochrane (19 63, p. 357) mentions that 

. . with continuous data, any sizable proportion of 

non-response usually makes it impossible to assign useful 

confidence limits to Y from the sample results." He does 

point out, however (Cochrane 1963, p. 356), that "In 

sampling for proportions the situation is a little easier, 

since the unknown proportion in stratum 2 must lie be

tween 0 and 1." 

For the purpose of this study, the basic question 

of whether the units in the response stratum differed sig

nificantly from those in the non-response seems to have 

been answered. Since one-third of the non-respondents in 

the interviews tended to be smaller business units which 

had limited fixed assets (18 percent) or did not meet the 

definition of a small business, or were out of business 

(14 percent), the 46 percent of the interviews actually 

obtained represents 68 percent of the possibilities. This 

would be the case even if all of the 35 firms refusing 

interviews were properly a part of the "population". 

It would seem, therefore, that the population units 

to whom questionnaires were mailed can properly be assumed 

to be fairly represented by the firms with whom interviews 

were conducted. 

In that case, approximately 35 percent of the popu

lation could not have given meaningful responses in any 

event, even if they had wished to. A further 20 percent 



11 

of the units is still an unknown factor, but this would 

appear to be a tolerable degree of ambiguity according 

to Deming. 

Other Studies 

In an investigation of 66 Targe companies in 1967, 

Gay Halvorson (1969, p.8) found that during the investment 

review of a proposed capital expenditure, the following 

weight was given the Investment Credit: 

' Table I; ' ' Weight Given Investment Credit 

No. . Percent 

None 8 12 
Minor consideration 24 36 
Cash flow considered, but not 
considered critical 28 43 

Material consideration '69 

Totals 66 100 

The firms reported that.the apparent ignorance of the In

vestment Credit was a product of the small amount of credit 

in comparison with other figures in analyzing a capital 

expenditure. They also mentioned that competitive necessi

ties play a major role in capital decisions, and that much 

uncertainty surrounded the availability of the Investment 

Credit provisions. 

Halvorson then inquired into the impact of the In

vestment Credit suspension. He found the following: 
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Table' II:' Impact' of Investment Credit Suspension 

• -No. Percent 

Equipment purchased earlier 
anticipating suspension 20 30 

Capital Investment policy 
modified by suspension 15 23 

Deviations from capital budget 
after October 10, 1966 6 9 

m 
Change in capital investment 
policy after suspension repeal 5 8 

Shifts in capital expenditures 
caused by suspension . 4 6 

The Halvorson study indicates that large businesses 

regarded the Investment Credit as of primary importance for 

its impact on cash-flow, and the suspension of the Credit 

had no substantial impact on capital expenditures. 

James Wyatt Edwards (1966, p. 77) studied 44 large 

companies in the summer of 1965 and found that 22 (repre

senting 59 percent) gave explicit consideration to the use 

of the Investment Credit in their formal analysis of alter

native capital expenditure proposals. He also cited two 

secondary reasons given for not using the Investment Credit 

(Edwards, 1966, p. 78): "A firm cannot earn income merely 

by buying assets..." and "The uncertainty of a provision 

that can be 'repealed at any time by the Congress'." The 

primary reason given Edwards for not using the Credit was 

its relative insignificance. 
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Edwards reported (1966, p. 79) that "even the firms 

explicitly recognizing it in the evaluation process gen

erally indicated that only marginal projects could possibly 

have been affected thus far by the credit." 

The results reported by Edwards confirm the findings 

of Halvorson; the percentages giving material consideration 
# 

to the Investment Credit are similar. 

F. 0. Woodard and Vincent M. Panichi (1965, pp. 272-

276) made a study of the Investment Credit using a survey of 

42 businesses (36 responses) in 1962 and 1963. Only one of 

their respondents indicated that the Credit had a "moderate" 

influence on his investment decisions, four indicated 

"slight" influence, while the remainder considered it had 

"no influence". In their study, Woodward and Panichi indi

cate that of the 36 firms reporting, 13 were small, 12 were 

medium, and 11 were large. Only one of the "small" firms 

reported even a slight effect from the Investment Credit. 

It should be noted, however, that the Woodward and Panichi 

study was done early in the history of the Investment Credit 

and may not properly reflect the opinion of the same firms 

at the time of the repeal. 

Professor Rev. William T. Hogan, S.J. (1966, p. 469), 

reported to the Committee of Finance, 89th Congress, second 

session, that he had contacted 25 business firms in March, 

1966, regarding the Investment Credit. His findings were 
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that "All but one of the firms contacted indicated that the 

Credit now constitutes an important consideration in invest

ment plans." His study does not indicate the size of the 

firms reporting. 



CHAPTER 2 

HISTORICAL BACKGROUND FOR INVESTMENT CREDIT 

Although the provisions of the Investment Credit 

inserted into the Internal Revenue Code in 1962 were based 

on an assumption of the current financial conditions of 

the United States at the time, attention was given to the 

systems of other countries and those in this country prior 

to 1962. 

Of particular interest was the impact of the Swedish 

Free Depreciation and Investment Reserve System of 193 8-52, 

the New Swedish Approach of 1955, the British Initial and 

Investment Allowance and the United States Depreciation 

Allowance. 

The Swedish Free Depreciation and Investment Reserve System 

From 1938 to 19 52, Swedish tax laws allowed corpora

tions to set their own depreciation policies (except on 

industrial buildings). The full cost of machinery and 

equipment could be written off in the year of acquisition, 

if this was desired. The only restriction was that depre

ciation had to be taken on the books in the same amount as 

on the tax return (World Tax Series 1959, p. 270). 

15 
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One reason the Swedish government adopted this 

particular approach was to reduce or eliminate conflicts 

between taxpayer and tax collector. Principally it was to 

reduce the situation in which a taxpayer must prove the 

correctness of his assumptions (useful life, salvage value, 

pattern of cost expiration, etc.) in calculating the return. 

By allowing for tax purposes whatever depreciation was 

claimed in financial statements, all conflict between tax 

people and the taxpayer on this point supposedly disappeared 

(Norr 1960, pp. 53-54). 

The other apparent reason for this type of approach 

by Sweden was fiscal policy. It was hoped that allowing 

businessmen to select the timing of depreciation deductions 

would result in wiser business investment decisions (in the 

sense that they would not be distorted by tax factors). 

During periods of expansion, businesses would supposedly 

make substantial capital acquisitions and would consequently 

report substantial depreciation expenses. This would have 

the effect of reducing business profits and curbing business 

optimism. 

With this system, the costs of plant and equipment 

would have be'en charged to expense in profitable years. 

Since the total cost would be charged off as a constant, 

expenses for depreciation would be much less during periods 

of business down-turn. Accordingly, reported profits would 



be maximized (or losses minimized) and the snow-balling 

effect and impact of business pessimism would be curtailed 

(Vasthagen 1956, p. 1) . 

A major criticism of this type of Investment Credit 

was that it tended to create what might be termed "secret 

reserves" in corporate financial statements. The balance 

sheet book values for fixed as'sets had no relationship to 

any other concept of value, and the reported income in capi 

tal intensive industries was an almost*meaningless figure. 

The management could manipulate reported corporate profits 

both by its year-to-year depreciation decisions and its 

capital disposition proposals (Hanner 1950, p. 265). 

With the Swedish system, financial analysts found 

formal financial statements relatively meaningless. It 

might be argued that U.S. corporate financial statements 

also have "secret reserves" relative to fixed assets, since 

the fixed assets are carried at original cost less accumu

lated depreciation. Although this is certainly correct, 

the ability to manipulate the reported earnings is not 

present to the same extent. (A proposed opinion of the 

Accounting Principle Board [February, 19 70], if adopted, 

will lessen the present ability to manipulate earning by 

tightening up on consistency requirements.) In addition, 

the U.S. industry's methods of depreciation have a much 

greater tendency to allow analysts to adjust for their im

pact in comparing one company with another. 
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The Swedish approach also provided that any gain on 

the disposition of the fixed assets would be treated as 

ordinary income (Perry 1959, ,p. 205) . This treatment was a 

foreshadowing of the policy adopted by the United States in 

dealing with personal property ' (Section 1245, Internal 

Revenue Code of 1954, added in 1962) and in part for build

ings and other realty improvements (Section 1250, Internal 

Revenue Code of 1954, added in 1964 and amended in 1.969) . 

Treatment of gain as ordinary income appears to be 

a policy aimed mainly at preventing the taxpayer from reap

ing windfalls from the depreciation provisions.. The bene

fits could result from the interplay of an ordinary tax 

deduction with capital gain treatment of the gain upon sale. 

The Swedish government used the years 1952 to 1954 

to study the 14-year history of the Free Depreciation System. 

Their conclusion was that unlimited depreciation tended to 

increase the demand for capital goods during boom periods, 

thus aggravating inflationary pressures. At the same time, 

because tax deductions helped substantially in financing 

equipment acquisitions, unlimited depreciation tended to 

make less effective measures of credit control that could 

be used to combat inflation (Perry 1959, p. 205). 

The New Swedish Approach; of' 1955 

Following the studies of the unlimited deprecia

tion, the Swedish Investment Reserve was adopted in 1955. 
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Depreciation allowances were to be taken on a straight-line 

basis at 20 percent a year for machinery and equipment and 

two-to-four percent a year on industrial buildings. The com

pany could also set up an investment reserve to which it 

could allocate up to 40 percent of its profits for the tax

able year. A tax deduction could be taken for this alloca

tion, if 46 percent of the all'ocation was deposited in cash 

with the central bank. The corporate tax rate was then 50 

percent (World Tax Series 1959, p. 272). 

After five years, a company was free to use 30 

percent of its investment reserve and could also withdraw 

30 percent of its deposit from the central bank. The re

serve was "used" by charging the cost of fixed assets to 

the reserve rather than to the fixed assets accounts. 

The incentive to making a charge against the reserve 

whenever possible was the availability of 46 percent of the 

amount in cash to finance an acquisition. The Labor Market 

Board could also grant permission to use portions of the 

investment reserve. With this degree of flexibility, re

cessions could be counteracted and investment in areas of 

surplus labor could be stimulated. 

When an investment-with-permission was made, the 

company was given a "bonus" tax deduction equal to 10 per

cent of the portion of the reserve used. The Labor Market 

Board could also' order the use of the reserve. Failure to 



do so when ordered resulted in the entire reserve, plus 10 

percent/ becoming taxable. Assets acquired through the 

investment reserve were not subject to any depreciation 

because one had already been claimed for the cost (Mildner 

and Scott 1962, p. 277). 

The effectiveness of the New Swedish Approach in 

achieving its objectives has been subject to some differ

ences of opinion (Sandberg 1963, p. 107). Because the cor

porate tax rate was 50 percent, and the required deposit 

with the central bank was 46 percent, it appeared that 

little anti-inflationary pressure could be exerted. By 

adding to the reserve on the books, a corporation generated 

50 percent of the amount added in the form of cash which did 

not have to flow out to pay taxes. Ninety-two percent of 

this cash was required to be deposited with the central 

bank. 

The decision to add to the reserve did not reduce 

aggregate corporate funds available for capital investment, 

although it did not increase them by a substantial amount 

as the unlimited depreciation might have in periods of 

expansion. 

Alternately, the system appeared to have a capa

bility for stimulating capital investment during periods of 

recession. The extra 10 percent deduction allowed for pro

jects approved by the Labor Market Board, at a 50 percent 
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tax rate, provides a five percent discount in the original 

investment required. This would appear to have some effect 

on the perceived attractiveness of investment opportunities. 

The penalties for not utilizing the fund as ordered would be 

even more effective. 

Because the entire fund plus ten percent would be

come taxable, a corporation would perceive (at a 50 percent 

tax rate) that its actual opportunity cost would be only 40 

percent of the apparent cost of the investment. 

As an example of the effectiveness of the Swedish 

approach, a typical $10 million fund would operate similar 

to the following table: 

Table III: A Typical Fund Under the Swedish Approach 

Do Not . Differ-. 
Invest Invest ence 

Cash Outflow 

Tax (50% of 110% of 
the fund) $5,500,000 

Investment ($10 million 
less 50% x 10%) $9,500,000 

$4,000,000 

The strength of this approach in stimulating capital 

investment lies mainly in its flexibility. Unlimited depre

ciation benefits only the corporation which makes capital 

expenditures and can provide an incentive only during years 

of profit. The investment reserve system allows for tax 
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deductions regardless of past capital investment and depre

ciation policies. It also stimulates capital expenditure 

when the economy needs it most. 

The British Initial and Investment Allowances 

In Britain, in addition to regular depreciation 

computed on a declining-balance method/ two types of spe-
t 

cial depreciation are allowed on certain kinds of assets 

acquired during the year. 

The initial allowance is a form of accelerated de

preciation and reduces the basis of the asset for the com

putation of depreciation. The investment allowance is an 

additional deduction which does not reduce the amount of 

basis and therefore does not affect the depreciation de

ductions that can subsequently be taken (Andersen 1964, 

pp. 59-61). 

The initial allowance is only a matter of timing 

in taking depreciation; the investment allowance, because 

it does not reduce the amount of depreciation allowable 

over the life of the asset, is an incentive of a different 

nature. 

Assuming a 50 percent tax rate, the 40 percent in

vestment allowance (for example, as granted to the shipping 

industry for purchase of ships) would reduce the required 

investment to 80 percent of what it would be in the absence 

of the allowance. With the investment allowance, projects 
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which would not ordinarily be perceived as profitable 

suddenly appear attractive. 

From an accounting standpoint, the English treatment 

of the investment allowance is significant. The allowance 

is regarded as a reduction in income tax expense for the 

year in which the capital expenditure is made (American 

Institute of Certified Public Accountants 1964, p. 26). 

The company financial statements, therefore, reflect the 

allowance as an addition to the current-year profits. An 

alternate accounting treatment would be to treat the tax 

reduction produced as a reduction in the cost of acquiring 

an asset. 

The United States Depreciation Allowance 

Prior to 1938, depreciable assets were viewed as 

capital assets and the gain or loss on their disposition 

was regarded as capital gain or loss. However, capital 

losses were not deductible except as offsets to capital 

gains, as in the present system. During the depression 

years, losses were supposedly more common than gains. 

While capital losses could be carried over for five years, 

the level of buisness optimism was not such that this carry

over privilege was of great value since it required the 

realization of capital gains during the five years. 

The business executive was faced with a choice be

tween replacing a piece of obsolete equipment or razing or 
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selling an old factory to acquire a more modern one. He 

therefore faced a tax obstacle. If the old equipment were 

retained, a depreciation deduction could be taken that would 

offset ordinary income. Ultimately, a tax benefit could be 

realized from the investment in the entire property. If an 

executive chose to recognize his loss through sale, the loss 

might never be a tax benefit's'ince it would be a capital 

loss and of use only in offsetting capital gains. 

The Revenue Act of 19 38 attempted to correct this 

situation by removing depreciable assets from the capital 

asset category. "Excluding depreciable property from capi

tal assets and therefore permitting full deductibility of 

losses realized on sales or exchanges of this property was 

expected to encourage more orderly and economical replace

ment practices" (The Federal Revenue System 19 61, p. 51). 

By 19 42, the situation had changed. Sales of de

preciable assets were more frequently producing problems. 

With the high rates being proposed in the Revenue Act of 

1942 (ranging as high as 95 percent), classification of 

gain on the sale of depreciable assets as ordinary income 

was now viewed as impeding the effective wartime distribu

tion of productive resources. 

A corporation owning a semi-automatic lathe with 

a tax basis of $1,000 and a market value of $6,000 might 

well hesitate to sell it, even if it were not being fully 
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utilized, if the $5,0.00 gain would produce $4,7.50 of income 

and excess profits taxes. 

For whatever reason, the Internal Revenue Act of 

1942 did establish the approach toward depreciable assets 

(and realty used in trade and business) which is still in 

effect. If sales of these assets (now known as Section 1231 

assets) produced a gain, then 'it would be taxed as a capital 

gain? if the sales produced a loss, the loss would be an 

ordinary rather than a capital one. 

Until a tightening up of depreciation deductions in 

1933, the Treasury Department had adopted a philosophy that 

depreciation was a business decision and that only gross and 

unrealistic deductions should be challenged. The tightening 

up began with Bulletin F (Treasury Decision 4422) which set 

up long lives and low rates. The U.S. business community 

was extremely vocal in response to the new system—a re

sponse that was principally negative. 

During World War II and the Korean War, provisions 

of the Internal Revenue Code allowed for a-60-month write

off for defense facilities. These provisions were to be 

terminated at the conclusion of the conflicts. 

Prior to World War II, most depreciation was 

straight-line computation with a short life (although the 

law read simply: "A reasonable allowance" with no reference 

to methods). The war resulted in experimentation, with more 



attention being paid to methods other than straight-line, 

particularly the declining balance system. In 19 46, in 

connection with Federal Housing Authority insured housing, 

the Bureau of Internal Revenue (later the IRS) ruled that 

the declining balance method could only be used if the rate 

did not exceed 150 percent of the straight-line rate. 

Considerable time was /devoted to arriving at a 

formula which would produce a decreasing amount of depre

ciation, reduce the tax basis of the asset to its salvage 

value at the end of its useful life, and still not violate 

the 150 percent rule (Raby 1950, p. A-14). 

If the classical declining balance formula of; 

r = 1 — -\/ S 7 C 

(where r = the constant rate to be applied to the declining 
balance 

S = the salvage value 
C = the cost) 

were calculated, the unrecovered tax basis at the end of the 

useful life would be greater than the salvage value (if the 

deduction were limited to 150 percent of straight-line for 

those years in which it would otherwise be greater). 

A change from the declining balance method to 

straight-line depreciation was regarded by the Bureau of 

Internal Revenue as a change in accounting method and re

quired special permission. At the time, it was commonly 

believed that the Bureau was highly reluctant to give such 

permission. 
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During this period, there was also concern voiced 

about the apparent windfall to the taxpayer of getting 

ordinary deductions for depreciation while receiving capital 

gain treatment when the assets were sold. As the Bureau 

viewed the problem, the taxpayer was getting capital gain 

on a recovery of what had been an ordinary deduction. 

In 1954, the problem became more acute. The tax 

legislation of that year allowed the taxpayer, for new de

preciable assets with a useful life of. at least three years, 

to use the declining balance method (at a rate not to ex

ceed twice the straight-line rate). In addition, the tax

payer was permitted to use the sum-of-years digits method 

or any other form which would not produce a greater de

duction than with the declining balance (Section 16 7, 

Internal Revenue Code of 1954). Moreover, the taxpayer 

using the declining balance method had the right to switch 

to the straight-line method without permission. This latter 

provision avoided the problem of not being able to depre

ciate to salvage value because of the limitation on applying 

the declining-balance formula in the classical manner. 

Following the legislation in 19 54, the Internal 

Revenue Service found that the taxpayer's ordinary deduction 

offset by a capital gain was creating more of a revenue loss 

than before. The incentive effects of this interplay were 

so great that a taxpayer in a high bracket could be led to 

believe that the more expensive the depreciable assets he 
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used, the better off he would be (if the resale value re

mained proportionate to the original cost). 

To illustrate the confusion apparent at the time, 

the following extreme example may be appropriate: Consider 

the instance of a physician in the 75 percent marginal tax 

bracket. The doctor uses an automobile in his business 

practice which cost $5,000 initially and has a proven useful 

life of three years. 

In the first year, he claims depreciation of $3,333 

(declining balance depreciation at twice the straight-line 

rate of 33 1/3 percent or 66 2/3 percent). His basis for 
) 

computing gain or loss is $1,667. He then sells the car for 

$4,333, realizing a gain of $2,666. 

The depreciation deduction reduced the physician's 

tax by $2,500. The gain, taxed as a capital gain, cost only 

$667 in tax with the following flow: 

Table IV: An Extreme Example of Tax Incentive 

Cash Cash 
Outflow Inflow 

Car purchase $5,000. Car Sale $4,333. 
Tax on gain 667. . Tax Saved 2,500. 

Total $5,667. $6,833. 

From this example, it can be seen that to the physi

cian, it is more profitable to drive an expensive car than a 

cheaper one. In reality, the Internal Revenue Service could 

probably have challenged the physician on the useful life 



29 

estimate and the depreciation deduction (on the grounds that 

depreciation below salvage would not be permissible). 

Nevertheless, it was this type of taxpayer situation 

which ultimately led to legislation to crack down on abuse 

situations. The legislation enacted declared that gain on 

the sale of depreciable assets would be treated as ordinary 

income to the extent of the depreciation taken in the case 

of property other than buildings. For buildings, the gain 

would be treated as ordinary income to the extent of some 

or all of the accelerated over the straight-line depreci

ation. 

The liberalization of depreciation for tax purposes 

in 1954 was credited with boosting the economy in the im

mediate post-Korean War period. Accordingly, in 1962, when 

the economy was in a similar situation, Revenue Procedure 

62-21 was instituted. Depreciation liberalization was again 

part of the answer, but was achieved through administrative 

action. The procedure gave depreciation guidelines which 

generally cut the useful lives for machinery and equipment. 

More-, however, was needed. 

Manipulating the depreciation system behind the 

guidelines did not seem likely to produce more than admin

istrative complications. With little support from business 

(Business Week 1962, pp. 28-29), the Investment Credit ap

proach was adopted. Again, the Treasury Department was 
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concerned with tax loopholes. This concern was initially 

reflected in a portion of the law which required that the 

basis for depreciation be reduced by the amount of the 

Credit. In 1964, this provision was deleted, retroactive 

to 1962. 

Through all the attitudes the United States has 

taken in regard to depreciation provisions, the basic phil

osophy (as is true with the provisions of other counties) 

has been that tax laws will affect decisions being made 

between alternate investment opportunities. By offering 

"faster" depreciation on new equipment than on used 

equipment, it is assumed that the investment attitude toward 

new acquisitions will be relatively more attractive. The 

economy is consequently given a boost. 



CHAPTER 3 

TAX POLICY AND INVESTMENT 

The purposes of United States tax provisions, and 

those of other countries, are to provide incentives to 

capital investment. Before discussing the exact provisions 

of the Investment Credit of 19 62 and what effect it may 

have had on small businesses, it is important to examine 

the general conditions which face the smaller firms in 

their investment decisions. 

Tax Policy and Investment 

Capital investments will only be made when potential 

after-tax returns on such investments seem attractive. In

come tax policy affects the investment climate in two ways: 

to the extent that income tax policies directly affect con

sumer demand, they will indirectly affect capital investment 

decision; and the timing of tax deductions for capital in

vestments may have an effect on the after-tax rate for a 

given before-tax rate. 

The effect of income tax policies on consumers is 

proportional to the degree to which disposable income of 

consumers is raised or lowered as a result of alternate 

31 
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income tax policies (Ackley 1961, p. 341). This effect may 

be the direct result of changes in the tax rules and rates 

relating to individuals, or it may be an indirect result of 

changes in the income taxation of those businesses which are 

able to pass increases in their income taxes on to their 

customers (Lerner and Hendriksen 1956, pp. 193-202). 

Consumers may also be 'affected by the psychological 

climate created by income tax increases or decreases (Ackley 

1961, p. 245). These aspects of income tax policy and their 

relationships to investment are not within the scope of a 

study on small business investment and the Investment Credit 

provision. 

The Timing of Tax Deductions for Capital Investments 

When considering the impact of an investment credit 

on small businesses, the tax policy affecting investment is 

most important. Particularly important for the small busi

ness is the timing of deductions. 

The tax treatment of investments varies considerably. 

At one extreme is the investment which is deductible for tax 

purposes in the year in which it is made. Commonly known is 

the deductibility to oil and gas operators of intangible 

drilling and development costs. Less well known is the op

tion to deduct current research and development expenses, or 

a publishing firm's option to deduct costs of expanding the 

circulation. 



Expenditures to build good will, advertising cam

paigns to promote new products, the costs of training em

ployees and the fees paid management consultants for pro

jects with long-term benefits are all currently deductible, 

even though they represent investments rather than operating 

expenses. 

At the other extreme are ordinary investments, for 

example in securities, which provide no tax deductibility 

(except the limited one of offering a -tax-free capital re

covery in the year in which the investment is terminated). 

Intermediate to these two extremes is the investment 

in depreciable property with a deductibility spread over a 

period of years. 

The Effect of Corporate Income Tax on 
the Three Categories of Investment 

Assuming a 50 percent tax rate, the corporate income 

tax might affect the three tax categories of investment in 

the following way: 

Investment Currently Deductible 

Assume an investment of $10,000 that would produce a 

cash-flow return of $2,381 a year for ten years. This would 

give a payback period (investment divided by the annual cash 

return), before taxes, of 4.2 years. It would give, before 

taxes, a time-adjusted rate of return, using the internal 

rate of return method, of 20 percent. The corporation is 



assumed to be making the investment in a category (such as 

research) which allows a current deduction. 

After tax, the investment is $5,000 and the antici

pated return is $1,192 per year. The payback period is 

still 4.2 years and the rate of return is still 20 percent. 

For this type of investment, the full deductibility feature 

neutralizes the corporate tax rate. 

Investment Not Deductible 

Assume that an investment is in a debenture paying 

eight percent before taxes. The before-tax return on the 

investment, ignoring appreciation or depreciation possibili 

ties in the principal, is eight percent. In the 50 percent 

bracket, the after-tax rate of return will be four percent. 

Depreciable Investment 

Consider an investment of $10,000 in a depreciable 

asset which will produce savings of $2,000 per year for 

eight years. At the end of the eight years it will have a 

zero salvage value. The before-tax payoff period is five 

years. The before-tax rate of return, using the internal 

rate of return method, is approximately 12 percent. The 

after-tax result, with various lives being used for com

puting depreciation on a straight-line basis for tax pur

poses, would be: 
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Table V: A Rate of Return on a Hypothetical 
Depreciable Investment 

Life Years Payoff Years Rate of Return 

8 6.15 6% 
5 5.00 8% 
1 5.00 12% 

Not only does the tax policy with regard to:de

ductions play an important role in capital investments, as 

the three preceding illustrations show, but the timing also 

has an impact. The Investment Credit legislation was 

designed to provide maximum motivation in the light of this 

type of analysis. A detailed examination follows. 



CHAPTER 4 

THE INVESTMENT CREDIT 

In his 1961 tax message to Congress, President 

Kennedy urged the adoption of 'a tax incentive in the form 

of a credit against tax liability for certain types of 

investment. He renewed the request in 1962 in both his 

budget message and Economic Report. 

In the Report, the President noted that "We must 

scrutinize our tax system carefully to insure that its 

provisions contribute to the broad goals of full employment, 

growth and equity" (Presidential Economic Report 1962). 

He indicated that his legislative proposals in the tax 

field were directly related to these goals and the need 

for improvement in the balance of payments. 

The President further remarked (Presidential 

Economic Report 1962): 

The centerpiece of these proposals is the 8 
per-cent tax credit against tax for gross invest
ment in depreciable machinery and equipment. The 
credit should be retroactive to January 1, 1962. 
The tax credit increases the profitability of 
productive investment by reducing the net cost of 
acquiring new equipment. It will stimulate in
vestment in capacity expansion and modernization, 
contribute to growth of our productivity and output 
and increase the competitiveness of American ex
ports in world markets. 

36 
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He also pointed out that the tax credit for investments was, 

at least in part, self-financing. He indicated (Report of 

the House Ways and Means Committee 1962, p. 411) that the 

stimulus it provided to new investments would have favorable 

effects on the level of economic activity during the year 

and that this would in turn add to Federal revenue: 
/ 

The 8-per-cent tax credit provided by this bill 
is a complement to the administration's plans for 
revising the guide-lines for the tax lives of 
property subject to depreciation. . It is believed 
that the investment credit, coupled with the 
liberalized depreciation, will provide a strong and 
lasting stimulus to a high rate of economic growth 
and will provide an incentive to invest comparable 
to those available elsewhere in the rapidly growing 
industrial nations of the free world. 

The investment credit will stimulate investment 
because—as a direct offset against the tax other
wise payable—it will reduce the cost of acquiring 
depreciable assets. This reduced cost will stimu-
late additional investment since it increases the 

'.expected profit from their use. The investment 
credit will also encourage investment because it 
increases the funds available for investment. 
Generally, for each $100 of investment, business, 
because of the tax credit, will have $8 more than 
otherwise would be the case for additional in
vestment. Moreover, since the credit applies only 
to newly-acquired assets, the incentive effect is 
concentrated on new investment and no revenue is 
lost in raising the profitability of assets already 
held by business firms. In addition, it is the 
hope of the committee that the savings from the 
credit itself will be used for new investment in 
further advancing the economy. 

Although the original Investment Credit proposed was 

eight percent, the provision as finally adopted and added to 

the United States tax law was seven percent. The asset's 



basis for depreciation was reduced by thei amount of the 

Credit (Revenue Act of 1962, p. 114). 

To a corporation in a 50 percent tax bracket, an 

eight percent credit would have been the equivalent of an 

investment allowance (in the British manner) of 16 percent. 

Because of the reduction to seven percent, the amount of 

depreciation otherwise allowable was lowered dollar for 

dollar (Revenue Act of 1962, p. 114). The net result to 

a hypothetical corporation was that of a seven percent in

vestment allowance (the reduction of tax basis by seven per 

cent means that the net tax benefit of the credit is only 

three-and-one-half percent in a 50 percent tax bracket). 

In a 30 percent tax bracket (which in 1962 was the 

corporate tax on the first $25,000 of income), the seven 

percent credit was the equivalent of a 16 1/3 percent in

vestment allowance—illustrating how a credit in lieu of 

an allowance favored smaller taxpayers. Reflecting the 

depreciation spread-out on a time-adjusted basis would have 

the effect of raising the investment allowance equivalent. 

The 1964 tax law removed the requirement that the 

basis for depreciation had to be reduced by the amount of 

the Investment Credit. From October 10, 19 66 to March 9, 

1967, the Credit was suspended to slow the pace of in

flation. The period of suspension was initially to last 

until December 31, 1967, but it was felt that business was 



39 

delaying capital outlay investments until that date and the 

earlier termination was used. Small businesses were given 

a special break by a provision exempting the first $20,000 

of investment from suspension. 

With the Tax Reform Act of 1969, the Investment 

Credit was repealed retroactive to April 18th of that year 

and ceased to be a consideration in investment decisions. 

' The' Operation of the Credit 

The seven percent credit applied only to certain 

types of property and could be used only to a limited ex

tent. The credit was applicable to business machinery, 

equipment and certain industrial buildings, whether new or 

used. However, only a percentage of the property with 

useful lives under eight years was eligible for the credit. 

In a given year, not over $50,000 of used property could be 

included (the allowance for used property was added to the 

bill after its introduction and was specifically designed to 

benefit small business). The tax credit could offset the 

tax liability only up to $25,000, plus one-fourth (one-half 

after 1967) of the liability. 

The general operation of the Investment Credit is 

illustrated in Internal Revenue Form #3 468 on the following 

page. Illustrative figures for a simple situation have been 

inserted. The reverse side of the form explains the rules 

governing the Investment Credit. 



Table VI; Form 3468 Computation of Investment Credit 

Form 

Department of tho Treasury 

Internal Revenue Scrvicc 

CoBftpsfitation of Emvesto^eLTJ: Credst 
Attach to your tax return 

For calendar year 19G9 or other taxable year beginning 

1969. and ending 19.. 

sifp 
The Tax Reform Act repealed the investment credit for 

property acquired after 4-1C-69, and property whose 
construction, reconstruction, or erection began after that date. 
The Act provides exceptions, however, for certain property 
built or acquired under a binding contract entered into before 
4-19-69, or built or acquired in certain transitional situa
tions described in section 49. In any event, the credit 

will  not be available for any property placed in service after 
1975. 

The Act also imposed a special limitation that restricts the 
amount of unused credit carryovers that may be claimed in 
years beginning after 19G8 to 20% of the total amount 
of unused credits otherwise available as a carryover. See 
instruction 4. 

Identifying number as shown on 
page 1 of your tax return 

Name 

1 Qualified investment in new and used property (See instruction C for eligible property) 
NOTE: Include your share of investment in property by a partnership, estate, trust, small business corporation, or lessor. 

Typo of 
property Line 

(1) 
Life years 

(2) 
Cost or basis 

(3) 
Applicable 
percentage 

(4) 
Qualified investment 

(Column 2 x column 3) 

New 
Property 

(a) 4 or more but less than 6 15,000 331/a 5,000 

New 
Property (b) 6 or more but less than 8 9,000 66% 6,000 New 
Property 

(c) 8 or more 10,000 100 10,000 

Used 
Property 

(See instructions for 
dollar limitation) 

(d) 4 or more but less than 6 12,000 331/3 4,000 
Used 

Property 
(See instructions for 

dollar limitation) 

(e) 6 or more but less than 8 66% 

Used 
Property 

(See instructions for 
dollar limitation) 

(0 8 or more 100 

2 Total qualified investment—Add lines 1(a) through 1(f) 

3 Tentative investment credit—7% of line 2 (3% for public utility property) 

4 Carryback and carryover of  unused credit(s) (See instruction 4 for special limitation—attach 
computation) 

5 Total—Add lines 3 and 4 

25,000 
.U7.5.Q.. 

1,750 
Limitation 

6 (a) Individuals—Enter amount from line 10, Schedule T, Form 1040.. .... 

(b) Estates and trusts—Enter amount from line 27, page 1, Form. 1041 . . . 
t i: "» C/*horinlo Pnrm 1 1 9H 

20,000 



New 
Property 

(a) 4 or more but less than 6 15,000 331/3 

New 
Property 

(b) 6 or more but less than 8 9,000 66% New 
Property 

(c) 8 or more 10,000 100 

Used 
Property 

(See instructions for 
dollar limitation) 

(d) 4 or more but less than 6 12,000 331/3 

Used 
Property 

(See instructions for 
dollar limitation) 

(e) 6 or more but less than 8 66% 
Used 

Property 
(See instructions for 

dollar limitation) 

(f) 8 or more 100 

;>,uuu 

6,000 

10,000 

4,000 

2 Total qualified investment—Add lines 1(a) through 1(f) 

3 Tentative investment credit—7% of line 2 (3% for public utility property) ' 

4 Carryback and carryover of unused credit(s) (See instruction 4 for special limitation—attach 
computation) 

5 Total—Add lines 3 and 4 

25,000 
lj.7.5.0... 

1,750 
Limitation 

6 (a) Individuals—Enter amount from line 10, Schedule T, Form 1040.. . . 

(b) Estates and trusts—Enter amount from line 27, page 1, Form. 1041 . 

(c) Corporations—Enter amount from line 7, Tax Computation Schedule, Form 1120 

7 Individuals, estates, and trusts: (a) Foreign tax credit . . . 

(b) Retirement income credit 

8 Total—Add lines 7(a) and (b) 

9 Line 6 less line 8. 
(Married persons fi l ing separately,  aff i l iated groups,  estates and trusts,  see instruction 10) 

10 (a) Enter amount on line 9 or $25,000, whichever is lesser 

(b) If line 9 exceeds $25,000, enter 50% of the excess , 

11 Total—Add lines 10(a) and (b) 

20,000 

20,00lT 

20,000 

12 Investment credit—Enter amount on line 5 or line 11, whichever is lesser 1,750 
Schedule A 

If any part of your investment in 1 above was made by a partnership, estate, trust, small business corporation, or lessor complete the following: 

Name 
(Partnership, estate, trust, etc.) 

Address 
Property Name 

(Partnership, estate, trust, etc.) 
Address 

New Used Life years 

$ $ 

• ^ its. 
o 
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Carrybacks and Carryovers 

A ceiling was imposed on the deductibility of the 

Credit, but provision was made for the carry-back (for three 

years, but not to a year prior to 1962) and carry-over (for 

five years, extended to seven years in 1967) of portions of 

the Credit not usable in a particular year because of the 

ceiling. 

With the repeal of the Investment Credit, modifica

tions were made to the carry-over provisions. For years be

ginning after 1968 and ending after April 18, 1969 (i.e., 

the calendar year 1969, but not the fiscal year ending April 

30, 1969, which began May 1, 1968), only one-fifth of the 

carry-overs to that year could be taken into account. If 

the result would be an inability to use up the carry-overs 

during the regular seven-year carry-over period for in

vestment credits, an additional three years could be added. 

The one-fifth was not on a declining basis, however, 

and was based on the highest amount of carry-over to a post-

1968 year rather than on the carry-over to the specific year 

involved. 

Recapture 

The credit was not simply a special tax benefit for 

purchasing a piece of equipment with a given estimated life. 

Estimating the life of a particular piece of equipment was 

not sufficient to claim full investment credit. According 
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to the Internal Revenue Code, "useful life" is a meaningful 

concept only to a particular taxpayer and does not mean 

physical life. Therefore, in a real sense, the useful life 

of an asset could be determined only after the asset was 

disposed of, even though it was necessary to estimate the 

life at the time of acquisition. For investment credit pur-
/ 

poses, if the asset on which the credit was based were dis

posed of at an earlier point than estimated, the credit had 

to be recomputed based on this after-the-fact life. 

For example, an asset costing $30,000 and purchased 

at a time when its useful life was estimated to be eight 

years would have a credit of $2,100. If the piece of 

property were disposed of after only four years, the credit 

would be recomputed based on the actual useful life. This 

would leave the taxpayer with a credit of only $700. In 

this instance, the $1,400 of credit originally taken would 

act to increase the tax in the year of disposition by that 

amount. 

The recomputation of useful life did not work in 

reverse. If an asset initially had an estimated life of 

four years and actually was used for eight years, no in

crease would be allowed in the investment credit originally 

claimed. 

The Investment Credit, then, contributed to an in

centive to estimate useful life on the long side, partially 
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counter-balancing the tax desirability of estimating shorter 

lives for depreciation purposes. In multiple asset accounts, 

however, the lives of assets were determined individually. 

Ordinarily, if an asset fell into a guide-line class 

with a four-year life, it could still be depreciated on a 

four-year basis, with investment credit taken on a six-year 

term [Ref. 1.46-3(e)(3)(i) and (ii)]. The individual lives 

of assets in a multiple asset account, when taken together, 

would have to be consistent over a period of years with the 

group life being used (Triangle Publications, Inc., 54 T.C. 

No. 14, wherein the I.R.S. claim that useful life for in

vestment credit purposes could not exceed that for depreci

ation purposes was rejected; and Revenue Ruling #68-449). 

Replacement Property 

On used property, the Investment Credit was not 

allowed to the extent that the newly-acquired property re

placed other equipment. The replacement had to be acquired 

or contracted for within 60 days before or after the date 

of disposal of the old property. The Investment Credit was 

allowed only on the excess of the cost of the new used 

property over the tax basis (reduced by depreciation) of the 

old property. 

For example, if a used machine cost $30,000, but 

replaced an older one which had a tax basis of $10,000, the 

Investment Credit would have been computed only on the 
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$20,000 "additional" investment. If the replacement machine 

had been acquired 61 days prior to the disposition of the 

old machine, the Credit would have been allowable on the 

full $30,000. 

Leased Property 

Leased property created a situation in which the 
t 

lessor (owner) and the lessee (tenant) could agree to pass 

the Credit on to the lessee. In the absence of such an 

agreement, the Credit was available to the lessor. The 

recipient of the Investment Credit was a matter for bar

gaining between the lessor and the lessee. If the latter 

received the Credit, the lease would presumably provide for 

a greater rental than if the lessor received the Credit. 

In this situation, both the lessor and the lessee would 

benefit. 

If it is assumed that the lessor depreciated the 

property under an accelerated method of depreciation (such 

as the sum-of-the-years digits), the lessee received the 

Investment Credit and the amount of rent was increased by 

the amount of the Credit. 

In this situation, the lessor collected more rent, 

which was sheltered from tax in the earlier years of the 

lease by the accelerated depreciation. The lessee, in 

effect, received an interest-free loan in the amount of 

the Investment Credit, repayable over the period of the 
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lease. Depending on relative tax brackets and the ability 

to use the Credit, the lessee might have been able to pay 

something less than the entire amount of the Investment 

Credit in increased rent. 

Where equipment was purchased and a service contract 

was separately entered into, an increased credit could be

come available if the contract 'were changed to a complete 

warranty of the product for whatever period the service con

tract would have originally covered. This could have excise 

tax implications which counter-balanced the Investment 

Credit advantages. If a manufacturer's excise tax were im

posed on the equipment but not on the service contract, the 

excise tax would be incurred in exchange for receiving the 

Investment Credit. 

Reconditioning a piece of equipment was counted as 

an investment in a new piece of equipment. Since there were 

limits on getting the Credit on used equipment (for example, 

the $50,000 limit and the replacement limit), certain types 

of transactions would generate more investment credit bene

fit than would others. 

If a reconditioned machine was purchased for 

$100,000, only $50,000 could be used for investment credit 

purposes, because the machine was a used piece of equipment. 

If, instead, an unreconditioned machine costing $25,000 had 

been purchased and then $75,000 had been spent on recondi

tioning, the economic and physical result would be the same, 
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but the tax result would differ. In the latter case, for 

investment credit purposes, $25,000 of used equipment and 

$75,000 of new equipment would have been purchased. The 

Investment Credit would be obtainable on $100,000 rather 

than $50,000! 

A building's cost was not subject to the Investment 

Credit. However, the definitibn of a "building" could vary 

considerably. If a building were described as a "special 

purpose" structure, one whose useful life was dependent on 

the machinery and.equipment it housed, then an investment, 

credit might be obtained for it. It can be assumed that 

architects and engineers could find a certain amount of 

taxpayer inclination to order special-purpose rather than 

general-purpose buildings when there was a choice and when 

the additional expenditure would be less than the Investment 

Credit obtained. 



CHAPTER 5 

PROBLEM AREAS WITH THE INVESTMENT CREDIT 

Throughout the period of the Investment Credit, 

because of changes in its structure and changing attitudes 

on the part of businesses reflecting difficulties of the 

economy on the whole, several problem areas appeared. 

' Corporation s 

The Investment Credit was of greatest benefit to 

larger businesses—a situation which is not surprising when 

the corporation is the dominant form of doing business (in 

terms of resources, gross sales, net profits, etc.). Ninety 

percent of the corporation income tax comes from seven per

cent of the corporations which have assets of over $1 million 

each. 

"Less than one percent of the returns obtained 

almost 50 percent of the investment credits, with the two 

highest-taxed corporations receiving more than 10 percent 

of the total credits allowed to corporations" (Richard 

1968, p. 54) . 

On May 20, 1969, Secretary of the Treasury David M. 

Kennedy proposed the repeal of the Investment Credit to the 

47 
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House Committee on Ways and Means. The Secretary could 

reject the idea of keeping an investment credit on a limited 

dollar amount of qualified investment (as had been done 

during the period of suspension), by pointing out that this 

"would not be an efficient way to help small business. The 

large bulk of small business is in the retail and wholesale 
i 

trade lines where much of their investment must be in inven

tories and receivables. Where small business does involve 

a heavy investment in assets that could be recovered by the 

Investment Credit, this typically occurs early in the busi

ness life when the credit is apt to be very large relative 

to the tax and is thus apt to be largely wasted" (Prentice-

Hall Federal Tax Report Bulletin 22, Section II, 1969, p. 6). 

A later section of.this study will attempt to pro

vide support for the hypotheses that the complexity of the 

Investment Credit made its provisions less of a motivating 

factor and possibly less available to the small business 

than was contemplated at its inception in 1962. In addition, 

the manner of administration of the Investment Credit could 

also reduce incentive. 

Stanley S. Surrey (1970, pp. 729-730) points out that 

"one defect in the administration of tax incentives by the 

Internal Revenue Service is that the Internal Revenue Service 

agents are income-oriented and tend to look askance at de

ductions and credits having no relation to the measurement 

of income . . . the agents, not seeing the purpose behind 
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the deductions and credits, . .are likely to view the bene

fits as too generous and to raise audit problems for 

claimants." 

The small businessman often found himself enmeshed 

in confusion about what was and was not property eligible 

for the Credit. 

It is difficult for th'ose who have never been in

volved in a tax controversy to comprehend the meaning of 

raising "audit problems for claimants" as Surrey (1970, pp. 

729-30) describes the situation. As part of the research 

for this study, a tax case involving th.e investment credit 

claimed by a small businessman was tried before the Tax 

Court of the United States. 

The examining revenue agent had originally accepted 

the investment credit as claimed, but the case was returned 

to him from the district review staff, which refused to 

allow the credit. The briefs filed in that case are repro

duced in Appendix A. The other documents and papers in

volved in the case total 119 pages in the Tax Court records 

and represent a substantial amount of paperwork even for a 

large business. 

The briefs filed for the taxpayer represent 21 pages 

of single-spaced text, including 30 citations to cases, 

statutes, regulations or tax treatises. The government's 

briefs are almost as lengthy. While the briefs are written 
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in essentially clear English, it is not the level or vocabu

lary of language that the small businessman typically uses. 

Rather than incur the expense of hiring a tax expert 

to represent him in a controversy, the small businessman 

will usually capitulate and pay whatever the revenue agent 

says he owes (Annual Report, The Commissioner of Internal 

Revenue 1969 *). 

In many cases, it may actually be more appropriate 

to pay the tax since the amount is frequently small. The 

sample case in Appendix A involved $2,100. The taxpayer 

might decide that it would be better to pay the $2,100 and 

not be further bothered than to incur more than that amount 

in professional fees, expenses and aggravation. The tax

payer might have to pay the $2,100 in any event, if the 

case went against him. 

Treasury Opposition 

While the avowed purpose of the Investment Credit was 

to stimulate investment in the types of assets eligible for 

the credit, by mid-1968 the Treasury Department was publicly 

* This report shows 2.9 million income tax returns 
examined produced additional tax of $3,254.9 million—an 
average of $1,222 per return; while 21,537 returns appealed 
to the Appellate Division, which involved proposed de
ficiencies of $1,053.3 million, or an average of $48,906, 
were settled for $316 million, an average of $14,672, or 
30 percent of the deficiency proposed at the agent level. 
On the average, smaller taxpayers pay up while larger tax
payers fight and then settle. 



voicing alarm. The Department felt that some high-bracket 

individual taxpayers might be taking advantage of the "loop

hole" created by a combination of the Investment Credit and 

accelerated depreciation to improperly reduce their taxes. 

Surrey, then Assistant Secretary of the Treasury for 

Tax Policy, told the Municipal Forum of New York (Wall 

Street Journal, June 14, 1968,'p. 5) that some taxpayers, 

such as airlines, were switching the tax benefits of aquir-

ing and owning assets from themselves to individuals who 

were in higher tax brackets. Surrey indicated that this 

situation "is just the opposite of the way one would expect 

a progressive income tax to operate." He added that a real 

question existed under the law if such transactions would 

be sustained by the courts. 

Surrey's attitude reflects a peculiar approach to 

discussions of the Investment Credit (and of other tax in

centive devices). They are initially inserted into the tax 

law to stimulate certain types of tax behavior by offering 

inducements. When it is discovered that people with tax 

problems attempt to obtain these benefits, the incentive 

devices rapidly become stigmatized as "loopholes". 

Surrey was particularly unresponsive to lease ar

rangements. He objected to lease arrangements where the 

lessor would be a high-bracket individual and the lessee 

a lower-bracket corporation. The corporation would be 

willing to pass the tax benefits of owning the property on 
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to the individual in return for an adjustment in the rent to 

be paid. The individual, perhaps anticipating lower income 

at some future date, would be willing to trade tax benefits 

now for tax disadvantages later on. 

In the Wall Street Journal (June 14, 1968, p. 5) a 

Washington aide remarked, "Whether the Treasury will act 
i 

against any lease plans hasn't been decided. If officials 

should decide that certain plans are illegal, they would 

have a difficult job drawing a line between them and many 

other lease transactions. It is obvious that the criticisms 

don't apply to the normal activities of' equipment-leasing 

companies, as tax savings clearly aren't their major motive." 

The informal administrative position was that if it 

could not be shown that an individual could have anticipated 

a profit on the transaction without the tax advantages, he 

was not entitled to them. 

Yet the Congress had deliberately inserted into the 

Investment Credit the right of the lessor and the lessee to 

bargain for and agree upon the disposition of the Credit. 

The Investment Credit would never reduce a tax bill by more 

than $1 for $1 credit,unlike accelerated depreciation, and the 

Credit was only being made available because new equipment 

was being acquired and the production of this type of 

equipment was exactly the result sought by the provision. 

It would seem likely that if the position of the 

Treasury Department had been less politically motivated, it 



would not have reflected the confusion between investment 

and financing decisions. The Department would not have been 

unwilling to live with the logical consequences of what 

Congress had deliberately done. 

While differences in tax rates make no difference in 

the availability of the Investment Credit (although differ

ences in ability to utilize th'e Credit may exist because of 

the tax-liability-related ceiling on credit utilization) 

they make a great deal of difference ih the immediate value 

of the depreciation deduction. Ironically, in the 1969 Tax 

Reform Act, Congress removed the Investment Credit but did 

nothing about accelerated depreciation on equipment. 

Fiscal Unresponsiveness 

The Investment Credit was regarded as a permanent 

part of the tax structure, not to be modified by the 

Congress. When the proposal was made to suspend the Credit 

temporarily, business voices were raised in indignation over 

the betrayal that suspension represented. Charles W. 

Stewart, President of the Machinery & Allied Products Insti

tute, pointed out that when the Credit was enacted, adminis

tration "spokesmen insisted that the credit was designed to 

be a permanent feature of the tax system, that its purpose 

was to raise the average level of investment over the long 

pull, and that there was no intent to employ it as a contra-

cyclical device. . .To attempt to use the credit as purely a 



countercyclical tool on an in-and-out basis would be tanta

mount to a breach of faith, in addition to interfering with 

the longer-range goals to which it is addressed (Legislative 

History of H.R. 17,607 1966, p. 177). 

At the hearings on termination of the suspension, 

Secretary of the Treasury Henry H. Fowler responded to sharp 

questioning by Rep. John W. Byrnes, Wisconsin, by saying 

that the Investment Credit "was presented (in 1962). . .as 

part of a structural policy of encoura'ging investment in 

machinery and equipment, so that its overall impact is to 

encourage the substantial degree of capital investment that 

is needed for a balanced growth and increasing efficiency 

and productivity. . .1 am opposed to treating the investment 

credit as a countercyclical- device to be suspended and re

stored with the normal ups and downs of our economy. I 

think we had a very abnormal up in the economy in the situ

ation that existed last August and September, and it was 

only under those circumstances that I felt justified in 

requesting the suspension" (Legislative History of H.R. 

6950 1967, pp. 26-7). Two years later, permanent repeal of 

the Investment Credit became practically certain, and less 

than three years later the repeal had been accomplished. 

Yet the business community was given reassurance 

almost up to the effective date of the repeal that the In

vestment Credit was safe. Business Week reported on April 
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fied its thinking on the fate of the 7£ (or 3<r for utili

ties) that companies can deduct directly from each dollar 

spent on long-lived machinery and equipment: There will be 

no recommendations to change the investment credit in the 

first batch of tax proposals that will go to Congress after 
«• • 

the Easter recess; so equipment orders this year will be 

eligible for preferred tax treatment, regardless of the 

month in which they are placed." The same article went on 

to comment that "the Administration clearly is thinking of 

using the tax credit not only as an inducement to invest in 

just any piece of machinery, but also as a device to stimu

late business investment in areas of social concern." 

Undoubtedly the credit was unresponsive to changes 

in the economy—as well as being unselective. Slot machines 

for Las Vegas casinos were as eligible for its benefits as 

was laboratory equipment for a research facility. Being a 

credit and not a deduction, changes in the tax rates did not 

affect it. One dollar of credit was worth one dollar, good 

times or bad, 95 percent or 22 percent tax rates notwith

standing. By contrast, an initial depreciation allowance on 

the British pattern which did not reduce the basis for other 

depreciation would be worth $.95 when the tax rate was 95 

percent and only $.22 when the tax rate was 22 percent. 

Manipulation of tax rates would then provide automatic 

manipulation of the special capital investment stimulus. 



CHAPTER 6 

THE INVESTMENT CREDIT AS AN INFLUENCE ON 
INVESTMENT DECISIONS 

To test the assumption that the Investment Credit 

would motivate investment decisions, and to determine the 

degree of the motivation, a model of the decision-making 

process followed by two hypothetical small-business managers 

was constructed. 

' Concept of the Model 

The two hypothetical small-business managers are 

identical in all respects, except that one perceives his 

cost of capital as being 10 percent and the other as 25 per

cent. The model will be analyzed using the profitability 

index variant of the discounted present value approach. 

The situations to which an analysis will be applied 

will include: purchase of an asset with a four-year life as 

opposed to one with a six-eight-year and eight-year life; an 

eight-year life purchase as opposed to a twenty-year; the 

purchase of an item which it would be discretionary to 

capitalize or charge to expense; investing in a new building 

versus investing in new equipment; and leasing equipment 

opposed to purchasing the equipment. 
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Since a triodel, "in logic (is) a system of things and 

relations satisfying a set of axioms, so that axioms can be 

interpreted as true statements about the system (Barish 1962, 

pp. 380-392) , the model in this study will involve calcula

tions based pn certain assumptions. The calculations will 

have as their objective the determination of a profitability 

index, and the assumptions will relate to the investment 

necessary, the dollar amount of annual savings, the length 

of time during which the savings will be derived and the 

estimated salvage value at the end of the period. 

The model will be a simple mathematical .one; it will 

not reflect probability and therefore will not be statisti

cal. It is assumed that the figures used reflect a weight

ing of the range of possible outcomes. 

Profitability Index 

The problem of project measurement differs from the 

accountant's problem of periodic measurement of income. The 

project, in terms of itself, is viewed in a long-term frame 

of reference. In the long-term, there are no fixed assets. 

The cost of capital equipement is simply another variable 

cost. A firm goes from cash (or its equivalent) to cash (or 

its equivalent) . 

If the equipment required for a project has a cost 

of $100,000, and no anticipated salvage value at the end of 

the project, then the cost of the equipment in terms of the 



project is $100,000 . That this cost could (if a firm, were 

interested in annual income measurement) be allocated at 

$10,000 a year in each of ten annual accounting periods is 

irrelevant to the firm's point of view here. 

More relevant is the opportunity cost. If the firm 

did not expend the $100,000 on the particular project at 

this particular time, it would'be able to use the funds in 

an alternate investment. 

In fact, each item of cash flow in terms of project 

analysis either forecloses an alternative use (if it is a 

disbursement) or permits an alternative.use (if it is a 

receipt). In project measurement, therefore, an analyst is 

virtually concerned with the timing of cash flows from the 

birth of the project to the. conclusion. A project could be 

analyzed by itself without ever introducing an annual 

measurement concept. 

Annual measurement usually comes into project calcu

lations as a result of the capital rationing problem. But 

projects involve different patterns of cash flow and differ

ent lives. Therefore, an analyst must equate them. One 

method of equating the differing patterns and lives in a 

project is by calculating some sort of an annual investment 

return. The discounted cash flow method of calculating a 

percentage return on an investment is thought of by many to 

be the most accurate way (Solomon 1959, pp. 14-15). 
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An example of how the method works may clarify the 

situation. For an equipment investment of $100,000, "X" 

Company will receive a net after-tax cash flow of $16,275 

per year. At the end of ten years, the cash flow will cease 

and the equipment will be of no salvage value. The return 

on the investment of this project can be calculated as 10 

percent (the present value of $1 per year for 10 years being 

$6.144). 

Using compound interest rather than a discounted 

cash-flow viewpoint may illustrate the point further. If 

the $16,275 derived each year is received at the end of the 

year and invested at 10 percent, in 10 years it will amount 

to $259,375 (compound amount factor of $1 per year com

pounding for 10 years being 2.594). 

In the profitability index approach, the present 

value of the cash inflows is calculated based on the assumed 

cost of the capital to the entity and divided by the present 

value of the outflows of cash. If there is only one invest

ment being made, then the amount of the investment is di

vided into the present value of the inflows. 

Since the result in the profitability index approach 

is expressed as a decimal fraction, a situation where the 

present value of the inflows exactly equals the outflows 

would indicate that the proposal is earning exactly the cost 

of capital and would show a factor of 1.00. 
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If the profitability index is less than 1.00, the 

proposal is earning less than the cost of the capital and 

should be rejected. The higher the profitability index 

number, the more attractive the proposal. 

This method of handling the calculations eliminates 

one possible distorting factor which can occur using the 
i 

discounted cash flow system. Where the percent return on 

investment is calculated, there is an implicit assumption 

that the annual cash flows derived will be invested at that 

rate of return. In fact, the rate of return that will be 

earned on future cash flows is not affected by the choice 

of alternatives. The profitability index, by using a con

stant percentage^for all alternatives, produces a comparison 

which seems more logical, because similar situations are 

evaluated. 

In this study, the question of the cost of the 

capital to the firm is only considered when and where rele

vant . 

Timing of Investment 

It is being assumed that investments are being made 

in one amount, although this may not be an entirely real

istic assumption. If the Modigliani and Miller analysis 

(1966, pp. 333-391) is correct, it should make no difference 

whether the investment is financed with debt or from equity 

capital, other than the deductibility of the interest on 
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debt for tax purposes. The decision on what investment to 

make is then a separate decision from the determination of 

how to finance the investments. 

Unfortunately, to many small businessmen, credit is 

difficult or impossible to obtain other than on a secured 

basis. For them, the investment and financing decisions be

come inseparable, at least in the mind of the decision

maker. This point is emphasized by some of the comments 

contained in the interviews made in this study. 

As.pointed out by Anthony (1965, pp. 433-443), how

ever, the solution to this practical problem is not to adopt 

the approach that the annual installment payments should be 

netted with the annual savings, and a rate of return calcu

lated with reference to the original downpayment. It is 

much more preferable to replace the stream of installment 

payments with a figure representing their present value when 

discounted at a rate representing the cost of debt. "Often 

this present value turns out to be approximately the same as 

the cash purchase price" (Anthony 1965, pp. 467-74). 

The assumption is then that we are dealing with the 

cash purchase price equivalent, leaving the financing de

cisions to a separate analysis. As will be pointed out 

later, a major advantage of the Investment Credit perceived 

by the small businessman was that it helped to finance a 

purchase at the time of acquisition. This would seem to 

indicate that, at least to the small businessman, one of 



the objectives set forth when the Investment Credit was 

enacted achieved its purpose. 

It is further assumed that the Investment Credit 

benefit was obtained at the time the investment was made. 

In fact, however, the credit was obtained at various times, 

depending on whether the taxpayer made payment on estimated 

tax, on when the investment was made relative to the date 

the tax return was due, etc. 

As a final assumption, a zero salvage value will be 

figured at the end of the assumed useful life. The effect 

of assuming a salvage value would simply be to add an ad

ditional cash inflow at the end of the period, the present 

value of which would increase the present value of the 

savings realized. The salvage value is the same in all 

alternatives, and does not affect the relationships under 

study. 

Symbols and Formulae 

For this model, the following symbols and formulae 

have been adopted: 

N = The period during which savings will be 
realized. 

S = The annual net savings, after income tax, 
assumed to be realized in a lump sum at 
the end of each year. 

I = The necessary investment (or cash equiva
lent, if purchased on an installment basis) 
assumed to be made at the start of year one. 

C = The Investment Credit (assumed to have been 
obtained at the time of the investment). 

PV = Present Value v>\t(<z \ 
PI = The Profitability Index; * l...n 
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Table VII: The Purchase of Assets of Four/ 
Six/ and Eight-Year Lives 

4-year 6-year 8-year 
(N=4) (N=6) (N=8) 

Manager A (10% capital cost) : 

1. Without Investment Credit 

I 100,000 100,000 100,000 
S n 31,546 22,962 18,744 

PV (sn) 1'00,000 100,000 100,000 

PI 1.00 1.00 1.00 

2. With Investment Credit 

I 97,667 95,333 93,000 
S n 31,546 22,292 18,744 

PV (S ) n 100,000 100,000 100,000 

PI 1.02 1.05 1.08 

Manager B (25% capital cost) : 

1. Without Investment Credit 

I 100,000 100,000 
S 
n 31,546 18,744 

PV (Sn) 74,500 62,397 

PI .75 .62 

2. With Investment Credit 

I 97,667 93,000 
Sn 31,546 15,744 

PV (Sn) 74,500 62,397 

PI .76 .67 



The above figures show that without the Investment 

Credit there is no difference between the four-year and 

eight-year project at a 10 percent cost of capital. With 

the Investment Credit, the eight-year project becomes more 

attractive than the four, because the additional investment 

credit (seven percent instead of 1/3 of seven percent) re

duces the necessary investment'. 

With the same figures, the four-year investment is 

more attractive than the eight if the cost of capital is 25 

percent. The presence of the Investment Credit lessens the 

difference but does not overcome it. 

equipment with useful lives of eight years relatively more 

attractive than equipment with shorter useful lives. 

Does a difference in cost of capital affect the 

advantage given the Investment Credit alternative? 

Table VIII: Difference in Cost of Capital 

In general, the Investment Credit tended to make 

N = 4 N = 8 

Manager B (25% cost of capital): 

1. Without Investment Credit 

I 100,000 
42,344 

1.00 

100,000 
30,040 

1.00 

2. With Investment Credit 

I 97,667 
100,000 

1.02 

93,000 
100,000 

1.08 



The answer is that the impact of the Investment 

Credit, unlike that of accelerated depreciation, is inde

pendent of the rate of return being used as the cost of 

capital. 

Table IX: The Purchase of Assets of Eight-Year 
and Twenty-Year Lives 

,8-Year 20-Year 

Manager A (10% capital cost): 

1. Without Investment Credit 

I 100,000 100,000 
S 18,744 5,756 n 
PV (S ) 100,000 100,000 n 
PI 1.00 1.00 

2. With Investment Credit 

I 93,000 93,000 
S 18,744 5,756 n 
PV (Sn) 100,000 100,000 

PI 1.02 1.02 

Manager B (25% capital cost): 

1. Without Investment Credit 

I 100,000 100,000 
S 18,744 5,756 n ' 
PV (Sn) 62,397 22,759 

PI .62 .23 

2. With Investment Credit 

I 93,000 93,000 
S 18,744 5,756 n ' ' 
PV (S ) 62,397 22,759 

n ' ' 
PI .67 .24 
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The Investment Credit differential flattens out past 

an eight-year life, in terms of investments which would pro

duce the same Profitability Index without an investment 

credit. 

Purchase of an Asset Capitalized or Charged to Expense 

In the absence of an investment credit and with the 
i 

assumption of a constant tax rate, a discretionary item such 

as a repair would rationally always be charged to expense 

since the present value of the tax benefit, which is an 

absolute dollar figure, will be greater the closer to the 

present the benefit is obtained. The Investment Credit 

injects a new element. The amount of the Investment Credit 

is a reduction in the investment which is partially offset 

by the reduced present value of the tax deductibility of the 

expenditure. This results because it is deferred instead of 

immediate. 

If it is assumed that a repair item amounts to 

$10,000, using an eight-year life and the sum-of-the-years 

digits depreciation would produce depreciation deductions 

as shown in Table X. 

In effect, the alternative of expensing the item can 

be visualized as involving an opportunity cost (Investment 

Credit not used) of $700. The difference between the $2,200 

and $4,800 tax savings that would result from immediate de

duction at the 22 percent and 48 percent tax rates, and the 
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various present value figures for the tax savings that would 

result if the $10,000 was capitalized, would represent the 

return on the investment. The analysis would be as shown in 

Table XI. 

Table X; Sample Depreciation Deductions 

Value Present Value 

Depreci
ation 

22% Rate 48% Rate 

Year 
Depreci
ation 

at 
22% 

at > 
48% 

10% 
CofC 

25% 
CofC 

10% 
CofC 

25% 
CofC 

1 2,222 489 1 ,967 445 391 970 854 

2 1,944 428 933 354 274 771 597 

3 1,667 367 800 276 188 601 410 

4 1,389 306 667 209' 125 456 273 

5 1,111 244 533 152 80 331 175 

6 833 183 400 103 48 226 105 

7 556 122 267 63 26 137 56 

8 278 61 133 29 
1,631 

10 
1,142 

62 
3,554 

22 
2,492 

Table XI: Analysis of Capitalized Investment 

10% CofC 25% CofC 

I 

PI 

PV(Sn) 

22% Rate 

700 
569 

.81 

48% Rate 

700 
1,246 

1.78 

22% Rate 

700 
1,058 

1.51 

700 
2,308 

3.30 
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In general, the higher the tax rate and the greater 

the perceived cost of capital, the more advantageous would 

be the immediate deduction, even at the expense of foregoing 

the Investment Credit. This conclusion agrees with that 

reached by Morrison and Buzby (1968, pp. 517-521) , although 

the methodology adopted differs. 

In general, any project for which an Investment 

Credit would be available will show a relatively greater 

Profitability Index than the competing project for which it 

is not available, all other things being equal. The cost 

of capital does not itself have any impact on the relative 

attractiveness. 

Note that the cost of capital is a factor when 

delaing with different patterns of the deductibility of 

the capital outlay. A clear contrast is the distinction 

between such competing alternatives as a research and 

development (R & D) program and a purchase of fixed assets. 

If it is assumed that we have two competing alterna

tives, with cash flows, Table XII represents an example of 

this point. 



Table XII: Cash Flows of Two Competing Alternatives 

Cash Outflow 

Pre-tax Analysis 
(20% C of C) 

R & D  F A  

Post-tax Analysis 
(10% C of C) 

R & D  F A  

Post-tax 
(20% C 

R & D  

Analysis 
of C) 

FA 

Year 1 
2 
3 
4 
5 
6 

100,000 
100,000 
200,000 
200,000 
300,000 
300,000 

1,000,000 50,000 
50,000 
100,000 
100,000 
150,000 
150,000 

930,000 . 50,000 
50,000 
100,000 
100,000 
150,000 
150,000 

930,000 

Total 1, 200,000 1,000,000 600,000 930,000 600,000 930,000 

Present Value 584,000 1,000,000 406,000 930,000 293,000 930,000 

Cash Inflow (per year) J 
-

Years 1-15 
Years 7-15 340,000 

250,000 
215,000 

156,000 
215,000 

156,000 

Total 3, 870,000! 3,750,0002 1,935,0003 2,340,0004 1,935,0003 2,340,000' 

Present Value 

P.I. 

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

580/500 1,168,750 699,000 1,185,600 290,000 729,000 

.99 1.17 1.72 1.27 .99 .78 

$340,000 per year for 9 years 
$250,000 per year for 15 years 
$215,000 per year for 9 years 
$156,000 per year for 15 years 

$3,870,000 
$3,750,000 
$1,935,000 
$2,340,000 

Ch 
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In the pre-tax research proposal, a Profitability 

Index of .99 was found. Since an index of 1.00 is the di

viding line, this proposal would seem marginally unsatis

factory on a before-tax basis. The fixed asset alternative 

produces a 1.17 Profitability Index, which would indicate 

it is acceptable—and certainly more attractive than the 

research proposal. 

Using an assumed 50 percent tax rate, a cost of 

capital of 10 percent, and deducting the research expendi

tures as incurred (as permitted by Section 174, Internal 

Revenue Code) an entirely different analysis is produced. 

The deductibility of the research outflows immedi

ately scales down the investment by 50 percent without time 

adjustment. The present value of the research .outflows is 

scaled down by a smaller percentage because of the effect 

of the discount factor, and the fixed asset alternative in

vestment is scaled down to reflect the seven percent 

Investment Credit. 

Since a 10 percent discount factor is now being used 

to reflect the 50 percent tax rate, the cash inflows are 

reduced by taxes. In the research alternative, they are re

duced to 50 percent of pretax by the tax, while in the 

fixed asset alternative the presence of the tax shield of 

depreciation results in after-tax cash inflows that are sub

stantially more than 50 percent of the pretax inflows. This 
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reduction in the cash inflows is balanced by the lower dis

count rate and results in inflows of a higher present value 

than in the pretax example. 

The net effect is that the research proposal, after 

tax, shows a Profitability Index of 1.72, which is sub

stantially more attractive than the same proposal before 
i 

tax. It is more attractive than the competing fixed asset 

proposal, which has a Profitability Index after tax of only 

1.27. By using accelerated instead of straight-line de

preciation, the fixed asset proposal could be improved still 

further, but the research proposal would still be the more 

attractive. 

Staying with 20 percent as an after-tax cost of 

capital, the R & D jpr • ^osal is still more attractive than 

the Fixed Assets, tiowcir, the higher the cost of capital, 

the less the margin of the R&D proposal, as might be 

expected. 

The reason for the latter is that 15 years from now, 

a dollar (if the firm is using a 30 percent rate of return) 

is worth two cents; at 20 percent it is worth six cents; and 

at 10 percent it is worth 24 cents. One of the problems 

with research is that it has a long-term payoff when com

pared with many competing alternatives. The choice of what 

to use as a cost of capital becomes a very crucial one in 

evaluating the present value of research. The short-term 

research or fixed assets program will always look relatively 
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more attractive in this type of analysis. The higher the 

rate of return desired, the more attractive will be the 

short-term research or fixed assets program, all other 

things being equal. 

The availability of an investment credit in the 

fixed asset alternative is not a sufficient plus factor, 
# 

however, to cancel out the effect on the Profitability 

Index of immediate deductibility of the R&D expenditure, 

when other factors are constant. 

In a situation in which a building with a 40-year 

life and equipment with a 10-year life each produced the 

same Profitability Index after tax (but before calculating 

the Investment Credit), the availability of the Investment 

Credit would produce an approximate eight percent increase 

in the perceived profitability of the equipment when com

pared to the building. When all other factors are equal, 

the impact of the Investment Credit would be to provide an • 

incentive for the acquisition of equipment rather than the 

building of a new factory structure (see Table XIII). 

From the analysis contained in Table XIV, it appears 

that the small business decision-maker is indifferent to the 

situation of no Investment Credit or the situation in which 

the lessor retains the Credit. However, in the real world it 

might be expected that in the latter situation some rental 

adjustment might be bargained for. In this situation, as 
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might be predicted, the Investment Credit improves the 

Profitability Index. 

Table XIII: Investing in a New Building vs. 
Investing in New Equipment 

Manager A (10% capital cost): 

1. Without Investment Credit 

N 
I 
S n 
PV (sn) 
PI 

2. With Investment Credit 

N 
I 
S n 
PV (sn) 

PI 

Manager B (25% capital cost): 

1. Without Investment Credit 

N 
I 
Sn 
PV (sn) 

PI 

2. With Investment Credit 

N 
I 
S n 
PV (S ) n 
PI 

Building 

40 
300/000 
30,777 

300,000 

1.00 

40 
300,000 
30,777 

300,000 

1.00 

40 
300,000 
30,777 

123,077 

.41 

40 
300,000 
30,777 

123,077 

.41 

Equipment 

10 
300,000 
48,822 

300,000 

1.00 

10 
279,000 
48,822 

300,000 

1.08 

10 
300,000 
48,822 

174,295 

.58 

10 
300,000 
48,822 

174,295 

.62 
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Table XIV: Leasing New Equipment Opposed 
to Purchasing the Equipment 

Manager A (10% capital cost) 

N 
I 
S n 
PV (sn) 

PI 

Manager B (25% capital cost) 

N 
I 
S_ n 
PV (S ) 

n 
PI 

No 
Investment 
Credit 

10 
100,000 
16,274 

100,000 

1.00 

10 
100,000 
16,274' 

58,098 

.58 

Lessor 
Retains 
Credit 

10 
100,000 
16,274 

100,000 

1.00 

10 
100,000 
16,274 

58,098 

.58 

Lessee 
Obtains 
Credit 

10 
93,000 
16,274 

100,000 

1.08 

10 
93,000 
16,274 

58,098 

.58 



Summary 

The Investment Credit increases the perceived pro

fitability of an alternative, regardless of the cost of 

capital. The percent increase in the Profitability Index 

is: 

C 
100-C 

$ 

In the first example/ an investment credit of seven 

percent resulted in increasing Profitability Indices from 

1.00 to 1.08, and from .6 2 to .67, an increase in each in

stance of seven and one-half percent, as per the formula: 

= 7.527 

This is true regardless of the N involved, although 

N would affect the amount of the Investment Credit (C). 

The rational decision-maker should be inclined to 

make investments he would not make without the Investment 

Credit. But the size of the differential is not great 

enough that it would necessarily be perceived in this 

fashion, nor would it normally convert projects that are 

not profitable, relative to cost of capital, into profitable 

projects, except in borderline cases. 

Since small businesses have a chronic shortage of 
* 

equity capital and do not have debt capital reaily avail

able, it can be hypothesized that because of their capital 

rationing, they have a cutoff point well above a Profit

ability Index of 1.00 Martin Solomon, Jr., suggests 



(1963, p. 121) another reason for the same conclusion/ 

deducing that small businesses do not have a stockpile of 

investment opportunities requiring capital rationing be

cause small firms "place insufficient stress on finding 

or following up investment possibilities." 



CHAPTER 7 

ACCOUNTING TREATMENT AND INVESTMENT CREDIT EFFECTIVENESS 

The passage of the seven percent Investment Credit 

posed a difficult question in accounting treatment. Some

what oversimplified, it was: Does the amount of the Credit 

constitute a reduction in the investment in the fixed asset, 

or does it constitute a reduction in the income tax expense 

for the year in which the investment is. made? A' number of 

alternative approaches were theoretically supportable. 

Investment Reduction 

The economic realities argue for the investment 

reduction approach. Accountants still prefer the general 

approach of showing assets on the basis of their unrecovered 

or unexpired cost (unrecovered investment). For example, an 

automobile dealer who bought cars for $2,000 each during a 

year, at the end of the year had purchased sufficient cars 

so that he received a five percent quantity discount cover

ing all of the year's purchases. Few accountants would 

argue that the cost of cars on hand at the end of the year 

could be correctly shown by the company as $2,000. They 

would instead insist that they be shown at the net of the 

rebate, a cost of $1,900. 

77 



78 

From the standpoint of the analysis made by the 

company contemplating an investment, the existence of a tax 

credit would have the effect of reducing the required in

vestment by the amount of the credit. Any profit to be 

derived from the investment could only be ascertained during 

the period of its ownership and operation. 

From this viewpoint, the cost of the fixed asset 

would be viewed as being a net of the tax credit. Depreci

ation would be computed, for accounting purposes, on the 

basis of this net cost. Since the depreciation of the gross 

cost over the life of the asset would exceed the depreci

ation based on net cost of the credit, the real saving in 

taxes would be shown over the period of use. The specific 

pattern of reflection in net income would be dependent upon 

the depreciation pattern employed. This is illustrated in 

Table XV. 

A corporation in the 52 percent tax bracket pur

chases $10,000 worth of equipment on January 1, 1962 subject 

to the seven percent credit. The equipment has an estimated 

life of 10 years, and a zero salvage value. 

The actual amount of income tax expense in all years 

but the first (assuming the credit is fully used in the 

first year) is unaffected by the two accounting alternatives. 

Tax depreciation will be based on a cost of $10,000, since 

the requirement of basis reduction for the credit was 

deleted in 1964. 



Table XV; ' Depreciation for Income Tax Purposes 

' Alternatives 

79 

Accounting 

Reduce 
Investment 

9,300 

Current 
Savings 

10,000 

Effect on Net Income: 

1962 
1963-71 (9 years at $70 

per year) 

Total 

+70 
+630 

+700 

Computation of invesment reduction 
effect on net income; 

Depreciation on $10,000 
Depreciation on $9,300 

Difference 

1,000 
930 

70 

+700 

+700 



Flow-through 

In accounting treatment, the current expense re

duction or flow-through approach also has much to commend 

it. From the standpoint of convenience, it does not create 

a disparity between book and tax depreciation, nor does it 

create a disparity between the-income tax liability shown 

on the corporate tax return and the amount of expense re

ported on the financial statements in the year of 

acquisition. 

The flow-through approach is supported by the 

practice in England (which does not have an investment 

credit in its income tax) of a special investment allowance 

which does not affect the basis for depreciation. The view 

there is that this is a tax relief provision and not a re

duction in the cost of the assets, and hence the income tax 

expense should be reduced. 

The current expense reduction approach also helped 

achieve one of the political objectives of the Investment 

Credit legislation, which was to encourage industrial ex

pansion. The Credit did this directly by reducing the in

vestment of the company by a tax subsidy. Treating the sub

sidy as current income would have the effect of immediately 

increasing after-tax per share earnings, thus presumably 

contributing to the creation of a climate of optimistic 

expectation for those who chart trends in corporate earnings. 



In general, tax subsidies and direct subsidies have 

been treated as operating income. The excess of percentage 

depletion over cost depletion, subsidies payable under var

ious agricultural programs and government subsidies to 

shipping companies are examples treated in this way. 

Contribution to Capital 

A third treatment, that of considering the amount of 

the Credit as a contribution to capital, can be based on the 

argument that the situation is analogous to the position of 

a public utility receiving grants-in-aid for. construction. 

"52/48" 

At the time the Investment Credit provision was 

first enacted, the federal income tax rate on corporation 

earnings over $25,000 was 52 percent. The Investment Credit 

originally reduced the basis for depreciation. Therefore, a 

credit of $700 on a $10,000 equipment purchase, as in a pre

vious example, would have reduced the basis for depreciation 

to $9,300 as the law was in 1962 and 1963. It could, there

fore, be argued that to the extent that future depreciation 

for tax purposes was reduced, the reflection of the credit 

in income should be deferred with the balance of the credit 

being immediately reflected in income. The portion of the 

credit deferred would be 52 percent, the applicable tax 
t 

rate, while the portion of the credit acting as a reduction 
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in tax expense in the year of equipment acquisition would 

be 48 percent. 

How the Accounting Profession Treated the Investment Credit 

Three of the first four opinions issued by the 

Accounting Principles Board dealt with tax matters, and two 

opinions involved the Investment Credit. 

In Accounting Principles Board Opinion No. 2 

(December 1962), the idea that the Investment Credit was a 

reduction in the cost of the asset was proposed. "... 

Earnings arise from the use of facilities, not from their 

acquisition. Second, the ultimate realization of the credit 

is contingent to some degree on future developments." The 

"contingency" comment referred to the recapture provisions 

as well as the limitations on availability based on tax 

liability (at the time it was the first $25,000 of tax plus 

25 percent of the tax in excess of $25,000). A balance 

sheet presentation would preferably show a reduction in the 

property's carrying value or a deferred income account. 

The 52/48 method was discussed but rejected, 

although six board members (of 14) would have permitted the 

method as an acceptable alternative in view of its support 

by many businessmen and accountants. 

The following month, the Securities and Exchange 

Commission came out with Accounting Series Release No. 96. 

This release upheld the six dissenting members of the 



Accounting Principles Board and gave official blessing to 

52/48 as well as to the cost reduction approach of the 

Board. The Securities and Exchange Commission also dis

approved of direct credits to fixed assets accounts. 

In February, 1964, the tax law did away with the 

requirement that the Credit reduce the tax basis of the 

asset. Then the Accounting Principles Board, in March, 

1964, issued APB Opinion No. 4. After pointing out that 

the Revenue Act of 1964 does not change the essential nature 

of the investment credit" and reiterating its belief in the 

conclusions reached in APB No. 2, the Board remarked that 

its conclusions on the Credit "have not attained that degree 

of acceptability which it believes is necessary. . The 

Board further remarked that . .the alternative method of 

treating the credit as a reduction of Federal income taxes 

of the year in which the credit arises is also acceptable." 

The dissent to this opinion pointed out that "... 

the Board permits identical items bought from the same sup

plier at identical prices to be recorded at different 

'costs' depending upon the tax status of the purchaser and 

not upon the conditions prevailing in the transaction be

tween buyer and seller." Another dissenting board member 

protested that "... this opinion approves accounting of 

the type that precipitated the 19 29 financial crises, and 

history is being repeated by the actions of the very au

thorities created to prevent such catastrophies." 
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Accounting Principles Board Opinion No. 11, which 

dealt with accounting for income taxes, had in its draft 

form provisions for dealing with the Investment Credit which 

would have required the cost reduction approach. 

When the draft version of APB No. 11 was under con

sideration, Stanley S. Surrey, then Assistant Secretary of 

the Treasury for Tax Policy, wrote to the Accounting Princi

ples Board (letter dated November 7, 1967) suggesting that 

the cost reduction approach would "substantially overstate 

the tax liability of American business and would present an 

inaccurate picture of our tax system" (see Appendix C). 

Mr. Surrey states in the letter that adoption of the 

proposed APB position would have "effects on the economy, 

while difficult to measure, that could be serious." He went 

on to point out that "a mandate to defer the benefit arising 

from the investment credit could well blunt its effective

ness as an incentive to modernization and expansion." 

The Investment Credit provisions were deleted before 

the opinion was finally issued. Whether Mr. Surrey's 

comments were instrumental in deletion from the final 

Opinion of the portions relating to the Investment Credit 

is a matter of speculation. It is nevertheless interesting 

to see a tax official so concerned about accounting pro

cedures. Since the Credit has been repealed, it is likely 

that no further pronouncements will be forthcoming. 
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Many of the regulatory bodies that wrestled with the 

topic of the Investment Credit took the position that the 

Credit had to "flow" through. This generally benefited the 

consumer more than the company, since it increased reported 

income and thus made increases harder to justify. On 

February 1, 1963, for example, the Interstate Commerce 

Commission prescribed "flow-through" for all carriers sub

ject to its jurisdiction. However, other bodies permitted 

deferral accounting. The Arizona Corporation Commission, 

for example, generally required flow-through. Therefore, 

on January 9, 1963, the Federal Power Commission ruled that 

while the provision for federal income taxes on the income 

statement should reflect the actual tax liability, "other 

deferred credits" should be credited on the balance sheet 

and "other income deductions" debited on the income state

ment for the amount of the Investment Credit. 

The Accounting Principles Board had, in issuing 

Opinion No. 2, permitted "flow-through" for regulated indus

tries in those situations where it appeared likely that the 

amount involved would be recoverable out of future revenues, 

so that the diversity of treatment was not really so much a 

diversity of accounting treatment within these industries 

as a reflection of real underlying economic differences. 



Accounting Treatment and the Small' Businessman 

Since the accounting treatment of the Investment 

Credit frequently involved two approaches that are at oppo

site ends of the accounting continuum, the small businessman 

was often unsure which method was more advantageous. 

The method preferred by the Accounting Principles 

Board will be referred to as "'full deferral or cost re

duction" , while the method it reluctantly permitted will be 

referred to as "flow-through". 

Impact of the Investment Credit on Financial Statements 

There are three basic financial statements—the 

balance sheet, the statement of sources and uses of funds, 

and the income statement. The alternative treatments in

volve a choice between the following types of entries: 

A. Flow-through 

Dr. income tax liability 700.00 
Cr. income tax expense 700.00 

B. Cost reduction 

Dr. income tax liability 700.00 
Dr. deferred credit 700.00 
record investment credit on purchase 

Dr. deferred credit 87.50 
Cr. income tax expense 87.50 
annual entry to amortize 
investment credit 

It is assumed that a small businessman is concerned 

with three elements in his financial statements: 
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1. ' Working capital (the excess of his current 

assets over his current liabilities). The concern with 

working capital flows from the concern of credit grantors 

and from the need to maintain an adequate cash flow (which 

he equates roughly with his working capital position). 

Working capital appears on the balance sheet, and an 

analysis of its change is set forth in the Statement of 

Sources and Uses of Funds. 

2. The book value of owner's equity. Specific 

figures often assume an importance out of proportion to 

their real meaning. While owner's equity is' just a re

sidual, to the small businessman it serves as a conservative 

measure of the real value of his business. 

3. Earning power. This is represented by net in

come over a period of time, as shown on the income state

ment. If there are no capital transactions, the changes in 

book value of owner's equity will result from the net income 

of each year. 

The alternative treatments of the Investment Credit 

have no effect at all on the working capital of the busi

ness. Regardless of the accounting method employed, the In

vestment Credit reduces the cash out-flow for income taxes 

and thus increases working capital. However, the alterna

tive accounting treatments do affect book value and 

earnings. 
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For example, a small business manager may see the 

value of his business as related to the book value on his 

balance sheet. He is also not unmindful of earning power, 

but finds difficulty in relating this to value because of 

the absence of any meaningful market in which price/earnings 

ratios have meaning. In addition, there is the highly 
» 

personal nature of the "goodwill" of many of these busi

nesses . 

The relationship between earnings and book value is 

then a simple one, with an additional $1 of earnings in

creasing book value by $1. In this situation, the account

ing method which shows the increased earnings more quickly 

would be preferable since the present value of the increase 

would be greater, at any discount, the closer in time it was 

to the point of decision. 

Further assumptions could be made about the mind of 

the businessman in a decision between an increase in the 

profit of the current year (flow-through) as opposed to an 

increase in the profit of all the years of the asset's life 

(cost reduction). However, it seems more useful to deter

mine instead the trade-off point at which the small business 

decision-maker would theoretically be indifferent to one 

method or the other. A comparison of these trade-off points 

in terms of various costs of capital and useful lives might 

then give some insights into the significance of the two 

alternatives. 



The trade-off point (T) will be expressed as a 

decimal, and it will represent the portion of the value of 

an increase in current income and book value which would be 

equal to the present value (discounted at the appropriate 

cost of capital) of the same increase in current income and 

book value spread out over the life of the alternative 
i 

involved (N). This does not imply that net income or in

creased book value, in this or any other context, is a cash 

flow. The intent here is to equate an increase in value 

which will be realized in the future, with an increase in 

value realized currently. 

The symbols used are: 

T = Trade-off point 
N = Period of years during which alternative 

generates increased income using flow-
through 

PVn = Present value factor for N periods 

C = Investment Credit 

The point we are seeking is that at which: 

T . C = PV C 
n N 

Eliminating C, we get: 

PV T = n 
N 

This formula will be applied to the facts in the 

first three hypothetical decision situations considered in 

Chapter 6. 



1. ' Four-year vs. eight-year life. 

A. 10% cost of capital; 

(1) Asset with 4-year life T = .792 

(2) Asset with 8-year life T = .667 

B. 25% cost of capital: 

(1) Asset with 4-year life T = .590 

(2) Asset with 8-year life T = .295 

The businessman with a 10 percent cost of capital 

would be as willing to take an increase of only $.792. in his 

current year income as to take an increase of $.25 per year 

for each of the next four years, while it would only require 

an increase of $.66 7 in his current income to equate with an 

increase of $.125 per year each year for the next eight 

years. 

With a 25 percent cost of capital, the small busi

nessman would take as little as $.590 of increase in current 

income and feel that this was as good as an increase of $.25 

per year for each of the next four years, while $.295 of 

current income would equate with $.125 per year for each of 

the next eight years. 

If he equates the value of his business with his 

book value and puts values at different points in time onto 

a common basis by discounting at his cost of capital, the 

small businessman would predictably prefer flow-through to 

the cost-reduction approach, and the higher his cost of 
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capital and the greater the Investment Credit involved, the 

greater would be that preference. 

2. ' Eight-year vs. twenty-year life. 

A. 10% cost of capital: 

(1) Asset with 8-year life T = .667 

(2) Asset with 20-year life T = .426 

B. 25% cost of capita-1: 

(1) Asset with 8-year life T = .295 

(2) Asset with 20-year life T = .198 

Consistent with the previous example, the trade-off 

point becomes increasingly less favorable to cost reduction 

as the life of the asset increases (even when the amount of 

the credit, in dollars, is constant). Similarly, the higher 

the cost of capital, the less attractive appears the cost 

reduction alternative. For an asset with a 20-year life, 

with a 25 percent cost of capital, a present increase in 

book value of only twenty cents is preferable to a $1 in

crease spread out over the twenty-year period. 

3. Capitalize (8-year life) or charge to expense. 

The decision to capitalize increases net income in the year 

of the decision and reduces net income in each subsequent 

year when compared to the decision to expense. A decision 

in favor of flow-through then increases net income in the 

year of the decision. Cost reduction increases net income 

in all eight years by a lesser amount. It will thus be the 
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same as in the eight-year life alternatives in the two 

previous examples. 

However, it should be noted that the decision to 

capitalize or expense will itself be affected by the hy

pothesis that the small business decision-maker may seek to 

maximize book value regardless of the availability of the 

Investment Credit or its accounting treatment. The immedi

ate cash-flow benefit of a deduction through expensing the 

item is offset, to at least some degree, by the resulting 

reduction in book value. 

If the decision-maker values an increase in book 

value in the same fashion as he would cash flow, the previ

ous Profitability Index analysis can be modified to in

corporate the effects on book value. 

For example, a repair item amounts to $10,000. If 

an eight-year life and sum-of-the-years-digits depreciation 

for tax purposes is used, then the present value of the 

depreciation deductions would be as shown in Table XVI. 
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Table XVI: ' Sample Capitalized Depreciation Deductions 

Value Present Value 
22% Rate ' 48% Rate 

Year 
Depreci
ation 

at 
•22% 

at 
48% 

10% 
CofC 

25% 
CofC 

10% 
CofC 

25% 
CofC 

1 2,222 489 1,067 445 391 970 854 

2 1,944 428 933 • 354 274 771 597 

3 1,667 367 800 276 188 601 410 

4 1,389 306 667 209 125 456 273 

5 1,111 244 533 152 80 331 175 

6 833 183 400 103 48 226 105 

7 556 122 267 63 26 137 56 

8 278 61 133 29 10 62 22 

Totals 1,631 1,142 .3,553 2,492 
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For book purposes, consider a straight-line depreci

ation. The present value reduction flowing from the annual 

decrease of $1,250 in book value each year will amount to 

$6,669 at 10 percent and $4,161 at 25 percent. 

The investment if the item is expensed can be viewed 

as the $70 0 Investment Credit foregone, plus the after-tax 

reduction in book value generated in the year of the de

cision. That reduction would be $7,800 at a 22 percent tax 

rate and $5,200 at a 48 percent tax rate. 

The savings in future expense if the item is expensed 

now will be the present value of the future reductions in 

book value less the present value of the future reductions 

in income tax. 

The following analysis would result: 

Table XVII: Analysis of Expensed Investment 

10% c of C 25% C Of C 
22% Tax 
Rate 

48% Tax 
Rate 

' 22% Tax 
Rate 

48% Tax 
Rate 

I 
PV 
PI 

8500 
(S ) 5038 

.59 

5900 
3115 
.53 

8500 
3019 
.36 

5900 
1669 
.28 

This is a complete reversal of the preference 

pattern indicated by the simple cash-flow analysis. There, 

it appeared that the higher tax rate and higher cost of 

capital made immediate expensing more attractive. Here, 

reflecting the impact on a decision-maker who values in

creases, in book value equally with cash flows, expensing is 

less attractive. It becomes less and less attractive as an 
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alternative as the tax rate rises and the cost of capital 

increases. 

Summary 

The accounting profession accepted the theory that 

the Investment Credit was a reduction in the cost of the 

asset, but pressure from some practitioners and companies 

resulted in reluctant acceptance of the Credit as an immedi

ate reduction of income tax expense. 

The accounting treatment of the Credit affects 

neither the current assets nor the current liabilities of 

the entity, but through its effect on tax expense it has a 

direct effect on reported net income. It also has an ef

fect on the financial statement presentation of non-current 

assets (and possibly liabilities) and book value. 

It was assumed that the small business decision

maker was most affected by the working capital section of 

his balance sheet and by the book value of the owner's 

equity, as well as being affected by the reported net income 

of the business. Since the alternative accounting treat

ments of the Investment Credit did not affect the working 

capital accounts, and since the effect on net income and on 

book value of the owner's equity is identical, the analysis 

became simplified to looking at the way in which the de

cision-maker might evaluate changes in book value. 



The conclusion seems to be that in every situation 

where the question was if cost reduction or flow-through 

should be the accounting policy, the small business decision

maker would rationally prefer flow-through. Situations can 

be imagined (such as an anticipated substantial increase in 

the price-earnings multiple at some future date) where this 
i 

might not be true, but these do not seem to be realistic 

motivators of small businessmen. 



CHAPTER 8 

EMPIRICAL TESTING 

Four of the survey questions used in this study 

dealt with the effect of the Investment Credit suspension. 

In analyzing the answers to these questions, it should be 

remembered that the suspension was a well-publicized matter 

in the general and business press, as was the termination 

of the suspension. It should also be remembered that a 

small business exemption still retained the Investment 

Credit on the first $20,000 of otherwise qualified 

investment purchased during the suspension period. 

The Effect of the Suspension 

The figures on investment credits actually taken 

indicate that the suspension did not necessarily affect any 

reduction. The entire suspension period fell in the fiscal 

year ending June 30, 1967. Investment credits claimed by 

corporations in the prior fiscal year totalled $1,716 

million, while for June 30, 1967, the total was $2,006 

million (U.S. Treasury Department 1970, p. 2). The corre

sponding figures on individual returns were $376 million 

and $431 million (U.S. Treasury Department 1970, p. 91). 

97 
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It is unfortunately impossible to determine what the totals 

would have been in the absence of the suspension period. 

Anticipation of the Suspension 

The first question in the study's survey dealt with 

the action, if any, taken in anticipation of the suspension. 

The replies of the businessmen and of the accountants were: 
# 

Table XVIII: Action Taken in Anticipation of the Suspension 

Businessmen Accountants 
No. % No. % 

Purchases made in 
anticipation 

Relied on $20,000 exemption 
No effect at all 
Other 

33 
60 
136 
17 

14 
2-4)79% 
55r79% 
7 

12 
64 
62 
8 

8 
44) 
42r 
6 

Total 246 100 146 100 

Both those who relied on the $20,000 exemption and 

those who said the suspension had no effect on them at all 

reported they took no action to anticipate the suspension. 

Therefore, it could be said with some confidence that only 

a minority of small businessmen probably took any action to 

anticipate the Investment Credit suspension. 

Seven of the persons interviewed in the field survey 

in five cities reported that they made purchases.in antici

pation of the suspension of the Investment Credit. The rest 

either were unaware of the suspension, did not view it as 

affecting them, or relied on the $20,000 exemption. The 

interviewees were fairly definite that the Investment Credit 



did not influence their equipment acquisitions, but were not 

clear about the reasons for this. 

Did those who had a fair understanding of the 

Investment Credit provisions react any differently than 

those who did not? Questions 19 through 25 of the mail 

questionnaire sent to businesses were designed to indicate 

the degree of understanding. 'Those respondents having four 

out of seven answers correct are arbitrarily defined as 

having a "fair understanding" of the Cfredit. The remainder 

are classified as "poor". 

Table XIX: Comprehension of Effect of Suspension 

Fair Poor 
Understanding Understanding 
No. % No. % 

Purchases made in 
anticipation 

Relied on $20,000 exemption 
No effect at all 
Other 

17 
15 
26 
6 

27 

4lF 
9 

16 
45 
110 
11 

9 
25) 
60 T 

6 

Total 64 100 182 100 

Here there is a significant difference in response. 

In the following table, the figures in parentheses 

(a) represent the expected frequencies from the total 

survey. Those in parentheses (b) reflect the Chi-Square 

2 analysis (x = 21.48 d.f. = 3 responses significant above 

.001). 
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Table XX: ' Chi-Square' Analysis of Responses 

Relied on No Row 
Made $20,000 Effect Sub-

' Purchase Exemption at all Other Total 

Fair Understanding (a/*3̂  17 (12) 15 (21) 26 (48) 6 (6) 64 

Poor Understanding (a 16 
(21) 

45 (39) 110 
(88) 

.11 (11) 182 

Column Subtotal 33 60 136 17 246 

Those respondents with' a fair understanding of the 

tax law were significantly more inclined to feel that they 

had made purchases in anticipation of the Credit suspension, 

equally inclined to have felt they relied on the $20,000 

exemption, and much less inclined to feel that the sus

pension had no effect on them at all. 

The Suspension Period 

Question 2 of the survey was concerned with the 

action taken during the suspension period as a result of the 

absence of the Investment Credit. Putting the businessmen 

(broken into two groups) and the accountants together 

produces the following result: 

Table XXX: Postponement of Purchasing 

Businessmen 
Fair Poor 

Understanding Understanding Accountants 

No. % No. ' % No.. % 

Postponed buying 14 25 13 9 17 13 

No effect ' 42 75 139 91 119 87 

Total : 56 : 100' .152 . 100 136 : TOO 
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The difference between the businessmen is signifi

cant at the .001 level on a Chi-Sguare test. 

Table XXII: ' Chi-Sguare' Analysis' of postponement 

Postponed No Row 
buying Effect Subtotal 

Fair Understanding 14^ 43^^ 56 

Poor Understanding 13*20) 139(132) 152 
» 

Column Subtotal 27 181 208 

(x2 = 10.82 d.f. = 1) 

In the field interviews, only eight of the 74 

reported that they did postpone buying during the suspension 

period. One interviewee in Seattle and one in Salt Lake 

City stated they had postponed buying during the suspension 

not because of the Investment Credit but because they felt 

that the government wanted them to postpone buying and they 

had a moral or patriotic obligation to comply. These two 

are counted in the total of eight. 

Restoration 

How did the businessmen react to the termination of 

the suspension period and restoration of the right to take 

an investment credit? 



Table XXIII: Reaction to' Restoration 
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I, Businessmen: 
" Fair Poor 
Understanding' Understanding Accountants 

' No. ' ' % 'N'o. % 'No. % 

Placed equipment 
orders 5 8 4 2 10 7 
examined 
proposals 24 40 39 24 23 17 
effect 31 52 122 74 105 76 

Totals 60 100 16 5 100 138 100 

The differences between the businessmen are signifi

cant beyond the .01 level on a Chi-Square test. 

Table XXIV; Chi-Square Analysis of Reaction to Restoration 

Placed Re-examined No Row 
Orders proposals Effect Subtotal 

Fair 5 (2) 24 <13) 31 <41> 60 

Poor 4 <7> 39 122(112) 165 

9 63 153 225 

/ 2 (x = 13.07 d.f . = 2) 

Thirteen of the 74 persons interviewed indicated 

that restoration of the Investment Credit led to a decision 

to increase their equipment. 



Advantages of the Investment Credit 

One question in the survey dealt with the perceived 

advantages of the Investment Credit. 

Table XXV; Perceived Advantages of Investment Credit 

Businessmen 
Fair Poor 

Under standing Under s tanding Accountants 

No. ' • % , N O .  • • % ' No. % 

Improves cash flow 41 67 75 62 90 66 
Affects 
. profitability 17 28 38 31 40 29 
Inducement to pass 
on to others 3 5 8 7 6 5 

: 61 : :loo 121 100 136 ; 100 

Here, at least, there appeared to be near unanimity 

of opinion. But, significantly, 46 of those businessmen 

with a poor understanding of the Credit refrained from an 

answer to this question. 

Forty-six of the 74 persons interviewed felt that 

the major advantage of the Investment Credit was that it 

improved cash flow through reducing income tax payments. 

Defects in the Investment Credit 

Question 5 asked the respondents what they thought 

was wrong with the Investment Credit. 
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Table XXVI: Defects in Investment Credit — > i  i  

Businessmen ••••••• 
Fair Poor 

Understanding Understanding ' Accountants 

' ' No . • • % No. • • % No. % 

Too complex 8 15 43 24 26 24 
Mainly benefits big 
companies 18 33 81 44 39 35 

Too restricted 14 26 20 11 27 24 
Not big enough ' "JL4 26 . 38 21 19 17 

Total : : 54 : 100 : 182 : 100 : 111 100 

The differences between the two groups of business

men were significant beyond the .05 level, but not signifi

cant at the .02 level. Since for purposes of this study, a 

difference would have to be significant at or above the .01 

level before rejecting the hypothesis that the difference 

was due' to chance, it cannot be said that there was any 

significant difference between the two groups of businessmen 

on this point. 

Table XXVII: Chi-Square Analysis of Defects 

Not big Row 
Complex Enough Restricted Small Subtotal 

Fair g(12) 18(23) 14 <8> 14U2) 54 

Poor 43<39) 81(76»- 20(26> N 
°
 i 

C
O

 m
 182 

Column 
Subtotal 51 99 34 52 236 

In the field interviews, 26 out of 74 (35 percent) 

felt the Credit was too complicated, 27 out of 74 thought 

that it was not large enough, and 22 (30 percent) that it 

was too limited. The somewhat greater reaction in personal 
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interview to the complexity of the Investment Credit in 

comparison to the mail survey may have resulted from dis

cussing the provisions of the Credit with some of the inter

viewees at an earlier point in the interview. It is 

possible that the findings in the interviews may not be 

directly comparable to the corresponding question in the 

mail survey, or may possibly rfeflect the bias of the inter

viewer . 

Effect of Removal 

The final question in this series asked the de

cision-maker what the effect would be if the Investment 

Credit were to be permanently removed from the income tax 

law. 

Table XXVIII: Effect of Removal of Investment Credit 

Businessmen 
Fair Poor 

Understanding Understanding Accountants 

No. % No. % No. % 

Reduce investment 
in long run 13 21 21 14 12 9 

Delay equipment 
investment 10 16 13 8 9 7 

Make financing more 
difficult 12 20 20 13 9 7 

No effect 26 ' 43 102 65 106 77 

Total .61 : loo : 156 : 100 . 136 : :100 
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Table XXIX: Chi-Square Analysis of Effect of Removal 

Row 
' Reduce Delay Financing None ' Subtotal 

Fair 13(x°) 

ID o
 

1—1 

12 (9> 26 (36) 61 

Poor 21(.24) 13 d7) 20(23) 102 (92) 156 
Column 
subtotal 34 23 32 128 217 

(x2 = 10.12 d.f. = 3) 
i 

Again, the difference here cannot be considered 

significant, since it is significant beyond the .02 level, . 

but not at or beyond the .01 level. 

The field interview showed 24 of the 74 (32 percent) 

persons interviewed of the opinion that a permanent repeal 

would reduce investment in the long run or delay it. 

Eighteen of 74 (24 percent) felt that it would make fi

nancing more difficult, and 38 (51 percent) felt it would 

make no measurable difference. 

A telephone survey on January 10, 1970, showed that 

18 of 22 (82 percent) interviewees felt that repeal of the 

Investment Credit would not affect their equipment buying. 

Summary of the Differences 

It would appear that there was a significant differ

ence between the actions of those businessmen with a fair 

knowledge of the Investment Credit and those with poor know

ledge. This is particularly observable in the significantly 

different responses when questioned about the effect of the 

suspension. 
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There did not appear to be significant differences 

between these two groups in the perceived advantages, disad

vantages , or anticipated effects of the repeal of the 

Credit. 

Geographic Differences 

The eight cities used for this survey were grouped 
t 

into three sets: 

1. Denver and Salt Lake City 
2. Albuquerque El Paso and Ph'oenix 
3. Los Angeles, San Francisco and Seattle 

A Chi-Square test was used to evaluate any signifi

cant differences in response geographically (the test is 

reproduced in Appendix E, Table 1). 

The conclusion was that none of the differences 

between the geographical groupings was significant enough 

(at the .01 level) to reject the hypothesis that they were 

due to chance. 

Two of the questions covered in the table in the 

Appendix (numbers 19 and 24) dealt with the understanding 

of the Investment Credit provisions. The differences of 

one question were significant only above the .2 level and 

on the other, significant only above .5. In view of the 

significance standards set for this study, the differences 

on questions 19 and 24 are far from significant enough to 

reject the hypothesis that they were due to chance. 



Differences in Size 

Would response's differ between businesses of various 

sizes, or where different persons in the business actually 

completed the questionnaire? The results of these analyses 

are shown in Appendix E, Tables 2 and 3. The differences 

reported because of varied completion of the questionnaire 

were not significant enough to' reject the hypothesis that 

they were due to chance. 

The differences in answers when the respondents were 

classified by size was not significant for the first five 

questions asked nor for question 26. The differences were 

significant with respect to question 6 (dealing with the 

effect of removal of the Investment Credit) and question 24 

(distinguishing between a credit and a deduction). The most 

interesting comparison in the results (taken from Appendix 

E, Table 3) is between the firms employing 0-10 employees 

and those- in the 26 and over category. The following table 

shows how many felt that "If the Investment Credit were to 

be permanently removed from the income tax law, it would 

reduce the amount of my equipment investment in the long 

run": 

Table XXX: Comparison of Answers to Question 6 

' • No. % 

0-10 employees 3 4 
. 26 or more employees 10 30 
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One of the tests for knowledge of the Investment 

Credit provisions was the ability to distinguish between a 

credit and a deduction. The knowledgeable taxpayer would 

disagree with the statement that a credit, like a deduction, 

is worth more the higher the tax bracket. Here is how many 

of each size category had the "correct" answer: 

Table XXXI: Comparison of Answers to Question 24 

No. % 

0-10 employees 23 24 
11-25 employees 11 23 
26 or more employees 33 58 

To test the proposition that the larger small busi

ness firms had a better understanding of the Investment 

Credit provisions, a size distribution was run on the 

respondents who had been classified as having a "fair" know

ledge of the Investment Credit. 

Table XXXII: Difference in Size Distribution 

Fair ' Sample 
Knowledge Population 
No. % No. % 

0-10 employees 16 25 Ill 46 
11-25 employees 7 12 58 24 
26 or more employees 39 63 70 29 

62 1W 239 99 

Could this difference in distribution be due to 

chance? The size distributions of those with a fair know

ledge were compared with those with a poor knowledge or who 

did not answer the knowledge questions and a Chi-Square test 

was run: 



110 

Table XXXIII: Chi-Square Analysis of Size Distribution 

Fair Other 
Row 

Subtotal x2 d.f. 

0-10 employees 
11-25 employees 
26 or more 

lfi(29) 
7 (15) 

39(18> 

9 5 ( 8 2 )  

51(43) 
31 (52) 

111 
58 
70 46.44 2 

Column Subtotal .62 177 239 

The probability is considerably less than .001 that such a 

result would be due to chance. 

It can be concluded that the "larger" small 

businessmen (i.e., those who employ 26 or more persons) tend 

to be more knowledgeable about the Investment Credit. Since 

businessmen more knowledgeable about the Investment Credit 

seem to be the ones most inclined to respond to the sus

pension, and therefore to allow the credit or its absence to 

affect their actions, the conclusion seems supportable that 

.the Investment Credit influenced the larger small business

men to a greater extent than the smaller ones. 

Interviews vs. Mail Survey 

Did the face-to-face interviews produce results 

which would be compatible with the idea that they had come 

from the same population as the mail survey? A Chi-Square 

test was again utilized. The results are shown in Appendix 

E, Table 4. None of the differences were significant enough 

to reject the hypothesis that they were due to chance. 
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industry Differences 

It had been hoped that this study would reveal 

possible differences among types of small businesses ("type" 

meaning a standard industrial classification category), but 

the majority of the respondents did not give sufficient 

information to allow categorization. However, 68 re

spondents classifiable in category 2700 (Printers) were 

identifiable, and their responses were separately tabulated 

and compared with the balance of the responses. The results 

by Chi-Square test are.shown in Appendix E, Table 5. The 

differences between the two groups do not appear to be 

significant. 

Results Shown by Some of the Other Questions 

A complete summary of the responses to all the 

questions asked the business respondents is in Appendix D. 

Decision-Making or Choosing from Alternatives 

An impressive percentage of the respondents stated 

that they would project costs of alternative ways of 

handling a particular capital investment situation. Of 

those that had an opinion, 174 out of 185 (94 percent) 

agreed with the suggested description in Question 7. Only 

a small majority (95 out of 152 or 63 percent) felt, how

ever, that savings should be expressed in after-tax rather 

than before-tax terms, a slight majority (68 out of 113) 

of those who expressed an opinion on Question 9 felt that 
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there was no need to reflect taxes at all when comparing 

savings for making different investments. 

Return on Investment 

The so-called accounting method of calculating 

return on investment would appear to be the one which has 

the most support from the respondents. One hundred twenty 
i 

out of 148 (81 percent) of the businessmen and 122 out of 

131 (93 percent) of the accountants agreed that in calcu

lating annual savings from an equipment investment, the 

amount of the saving should be reduced by the estimated 

annual depreciation on the equipment. 

Financing and Purchasing Decisions 

The businessmen and the accountants disagreed sub

stantially when it came to the relationship between fi

nancing and purchasing decisions. Only 88 out of 201 (44 

percent) businessmen felt that financing arrangements 

offered by a seller were a major factor in making an equip

ment purchase decision, while 91 out of 128 (71 percent) of 

the accountants felt that they were. 

Additionally, 128 out of 195 (65 percent) of the 

businessmen believed that the decision to buy and the de

cision on how to finance were entirely separate. Only 60 

out of 133 (45 percent) of the accountants agreed with this 

statement. A small majority of the businessmen (10 8 out of 



113 

185 or. 58 percent) agreed, that when they bought equipment 

on time, they were reducing the amount that they could 

borrow from other lenders by the amounts owed on the equip

ment. Only 55 out of 120 (46 percent) of the accountants 

felt that this was the case. 

Financial Statements 

There was agreement between the accountants and 

businessmen on the relationship between the decision-making 

process and the financial statements. One hundred seventy-

two out of 215 businessmen and 84 out of 131 accountants 

felt that profits were determined mainly from the financial 

statements of the business. One hundred forty-four out of 

191 of the businessmen agreed that in making an equipment 

decision, they would ask themselves how the transaction 

would affect the balance sheet and the income statement. 

Ninety-one out of 125 of the accountants felt that business

men would ask themselves this type of a question. 

Profits and Investment 

Near unanimity was obtained on the view that when 

profits look good, the small businessman is much more 

inclined to go ahead with buying equipment than when they 

do not look good. One hundred eighty-two out of 210 of 

the businessmen agreed, as did 121 out of 136 of the 

accountants. 
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Discounted Cash Flow 

In attempting to determine how many of the business

men would actually use some sort of a discounted cash flow 

model, a problem situation was posed where a choice had to 

be made between two pieces of equipment, each costing 

$10,000. The first was estimated to produce out-of-pocket 

savings of $4,000 per year for'four years and the second 

$3,500 per year for six. years. Neither piece of equipment 

would have any scrap value at the end of its life. 

Thirty-three out of 217 businessmen answering this 

question would use a pay-back approach in analyzing the 

problem. Another 80 would look at the dollars involved 

without discounting them in any fashion because of the time 

lag. Seventy-nine indicated that they would use a 

discounted cash flow approach to analyzing the situation. 

Twenty-five chose alternative answers, most of which were 

related to a need for additional information before they 

could make a choice between two pieces of equipment. 

Comments on Fieldwork and Questionnaires 

That the small businessman does rely on his ac

counting financial statements to tell him how well he is 

doing is borne out by both the mail questionnaire and the 

fieldwork. The interviews revealed that to the small 

businessman the idea that the accounting financial 

statements and the tax return might be prepared using 
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different concepts is foreign. No situation was encountered 

in which the businessman was conscious that anything but 

flow-through had been used in preparing his financial 

statements. None of the interviewees was conscious that it 
\ 

was even permissible to use, for instance, accelerated 

depreciation for tax and straight-line depreciation for 
i 

financial statement purposes. The reaction was that it 

seemed like keeping two sets of books, to smack of dis

honesty, or at least to be sharp dealing or deceptive. 

The interviews also support the idea that the small 

businessman does, in a general way, equate the value of his 

business to its profitability. However, personal services 

or abilities are so much a factor in many of these busi

nesses that the owners appear to relate the value of the 

business more to the net worth section of the balance sheet 

than to the income statement. "Book value" seems to be the 

bench mark price that most of them would consider to be a 

realistic valuation, while many of them would hope to 

realize in a sale some amount in excess of that to represent 

"goodwill".[In "A Visit with Colonel Crown" (Business Week, 

March 21, 1970, pp. 106-8) there is an indication that this 

attitude may not be peculiar to small businessmen. Col. 

Crown comments in that interview "the book value of GD 

(General Dynamics) stock is sound. Our average (cost) is 

about $33 per share." In E. F. Hutton & Co. "Monday Morning 
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Market Review", April 13, 1970, a stock selling at 17 1/2 

is recommended, with one of its plusses being that it is 

selling at "less than the book value."] 

Some of the persons interviewed wanted to talk about 

the alleged abuses of the Investment Credit. Generally, 

there was a feeling that being too "sharp" in avoiding taxes 
i 

was not good unless you were really a high-bracket person. 

Other comments obtained were: 

"I think the real justification for plans like these 

is that, by bringing into the market funds that otherwise 

might not come in, they do encourage the purchase of new 

equipment, which, after all, is one of the major objectives 

of accelerated depreciation and the investment credit." 

"As a practical matter, I believe it is rare for 

the investment credit alone to be the attraction to the 

investor." 

"I think it has really been a godsend to people in 

the heavy construction business." 

Changes in the Credit 

Some of the mail questions had open-end answers. 

Question 29's invitation regarding changes that might be 

made in the Credit drew many replies: 
c 

"I would allow 25 percent investment tax credit the 

year of purchase for replacement items and 33 1/3 percent 
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investment tax credit the first year on new equipment 

purchase. I would couple this with a three or five year 

maximum depreciated life." This response was from a partner 

in a printing establishment with between 11-25 employees. 

The owner of a wholesale business which also 

employed between 11-25 persons said that he "cannot make a 
« 

concrete suggestion as I am not that familiar with the law." 

Other comments were: 

"When a piece of equipment is purchased that does 

not perform the job and is impossible to sell, a tax credit 

could be given for that piece of equipment to be completely 

written off, so that the cash flow would be used to purchase 

other equipment." 

"Consideration should be given to the ratio of e-

quipment being acquired to the value of existing equipment." 

"Eliminate recapture." 

"Reduce required estimated life requirements. 

These are self-defeating." 

"Increase percentage from 7 percent to 10 percent. 

Added incentive." This person did not feel, however, that 

one of the defects of the credit was that it was too small. 

"I feel that no additional benefits will be given 

business by this administration. We can feel we have won 

a point simply by retaining the 7 percent." 

"Make rules and credits easier for the layman to 

understand." 



118 

Arguments for Retention 

Question 28 invited arguments for retaining the 

Investment Credit—somewhat anticipating what actually 

happened less than a year later. The arguments followed 

a general pattern: 

"Incentive to expand." 

"Tax relief to small business more equal with 

respect to large corporations than anything heretofore 

offered." 

"It offers a small businessman an incentive .to take 

a chance to increase his capabilities and thus increase his 

business income, which in turn could lead to an increased 

payroll. This actually happened in my case after purchase 

of new equipment." 

"It provides a direct stimulus to invest." 

"I will be needing new equipment again soon. For 

capital retention while purchasing same, the investment 

credit is an aid to the small businessman." 

Miscellaneous Comments 

There were incidental comments. The owner of an 

equipment rental center said, "Sorry, but the Investment 

Credit is not really advantageous or an applicable incentive 

in our business at this time." The president of a small 

corporation commented, "In picking me, you made a rather 

poor choice in that I am at a stage in life where I have no 
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desire to expand or increase my holdings or investments in 

equipment. As a matter of fact, if I wake up some morning 

and decide this is the day, I could conceivably sell out and 

go fishing." 

Other comments were: 

"I get most of my good equipment ideas when I travel 

around the country and visit similar businesses in other 

cities. Usually you can learn a lot by seeing how the other 

guy is doing it. Especially when he is a successful oper

ator in a big city." 

"Most accountants are no good at things that haven't 

happened yet. Besides that, they don't think in terms of 

the individual machine or the little piece of business." 

"The salesmen who call on us have good backing. 

They give us projections worked out in dollars and cents to 

show why we should buy equipment from them. The only thing 

is you can't trust their figures." 

"Making up a projection of how something is going to 

work out is a job for the engineers, and so we have our 

engineers do it." 

"We try to hold the corporation's profit to just 

under $25,000 where the tax rate changes. If it looks like 

we are going to go above that, then we want to make sure 

that we have enough equipment purchases to give us the 

maximum first-year depreciation of $2,000. With that and 

fast depreciation, the cost of buying something isn't too 
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bad when the government is going to be paying more than one-

half of the depreciation in that first year and giving you 

the credit to boot." 

"Our tax people tell us that we have to have plans 

for expansion or we will have to pay a penalty tax because 

we don't pay dividends. Then the plans have to be carried 

out, at least to some extent. ' So a lot of our equipment-

buying ties in with our overall expansion plan, and part of 

the reason we have that plan is because we want to avoid 

that tax penalty." 

"I know that the balance sheet isn't supposed to 

mean anything, but when I go down to talk to my banker, he 

still looks at the balance sheet before he makes me a loan. 

If my net worth goes up, I figure that I'm doing well. And 

so does he. And he loans me the money." 

In answering question 26 on ways of choosing between 

two equipment alternatives, one respondent who checked 

alternative 4, in which an answer could be filled in, said 

wNo opinion. Too complicated. I leave these decisions to 

my accountant." Several others indicated variants of the 

same answer, such as "I would consult with our accountants." 



.12-1 

Examples of Transactions 

While question 27 asked for specific examples of 

transactions where the Investment Credit had made a differ

ence, relatively few usable answers were obtained. Some 

responses were: 

"We purchased a $20,000 American-made milling 

machine delivered in February 1968 due to investment tax 

credit instead of a foreign machine at approximately 60 

percent of the American price." This respondent did poorly 

in answering questions 19-25, and apparently made his 

equipment decision under the misconception that the In

vestment Credit would not apply to a foreign-made piece of 

equipment. 

"No examples. Bought as needed." 

"Bought a 17 1/2 x 22 1/2 ATF Press (Litho) that I 

don't need, don't use, and cannot service because of floor 

space limitation." This printing establishment owner also 

commented that "I'd testify against the investment credit. 

Ideally, it should be an incentive to expand, but small 

business can wipe itself out by over-extending credit to 

take advantage of these bonuses at the wrong time." 

"One million five hundred thousand dollars of plant 

equipment. Had to move and insufficient cash to move and 

buy equipment. Cash savings from investment credit at end 

of one year used to finance move in early next year." 
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"Set up showrooms and improved offices. Purchased 

modern accessories for various operations. Replaced auto

mobiles for sales contracts# etc. earlier than would have 

without the investment credit." 

"Investment credit played prominent role in decision 

to buy forklifts costing about $12,000 each." 
i 

Comments on 1969 Repeal 

The telephone interview of January, 19 70 brought the 

following comments on Investment Credit repeal: 

"I can't understand this retroactive business. I 

thought that would be unconstitutional." 

"The biggest problem right now is tight money. This 

(the Investment Credit repeal) will not help, but it makes 

no real difference to me right now." 

"The biggest thing I see is that labor costs keep 

going up and efficiency keeps going down. This is mainly 

why we keep on getting more equipment to make it possible to 

use people with less training and get more work out of the 

people we have." 

"It is awfully hard to tell when the tax law 

changes. The things that are decided get big headlines and 

then you find out that it was just a committee decision, or 

something just passed part of the Congress, but nothing has 

actually happened yet." 



CHAPTER 9 

CONCLUSIONS 

In evaluating the results of the survey, it is 

interesting to see what can be concluded from the responses 

with regard to the hypothetical models in Chapters Six and 

Seven. In addition, general conclusions on the effect of 

the Investment Credit for the small businessman can be 

drawn. 

It cannot be stated with any support that the over

whelming majority of small businessmen utilize any sort of a 

discounted cash flow approach to evaluating investment 

alternatives. On the other hand, a substantial percentage 

(94 percent) of them do recognize that the selection of an 

investment alternative involves quantifying the different 

alternatives that are faced. A good percentage (36 percent) 

also recognize, at least in theory, that the discounted cash 

flow method provides an excellent way of comparing alterna

tives with different cash flows and different lives. 

It can also be concluded that the assumption that 

buying decisions and financing decisions are separately made 

is a valid one, even for small business with restrictions on 

the availability of funds. That generalization seems to be 

123 



124 

more valid than would be recognized by the accounting ad

visors to these small businessmen. 

It may also be concluded that the small business 

manager is conscious of the effect of his decisions on his 

financial statements and is consciously attempting to 

produce decisions that will improve the appearance of his 

financial statements. He relies on these statements to 

determine how the profits are actually running. 

The responses of the small businessman refute the 

idea that the complexity of the Investment Credit was a 

major problem in motivating them. However, only 64 out of 

242 (26 percent) of those surveyed had a fair understanding 

of the provisions of the Investment Credit. 

Only 72 out of 204 persons answering question 24 

stated that they did not agree that the Investment Credit 

was like any other tax return deduction, such as depreci

ation, in that the higher the tax bracket the more dollars 

it is worth. Seventy-eight of those who answered this 

question agreed with the above, and an additional 54 had 

no opinion. 

Yet it is the primary distinction between a credit 

and a deduction that a credit operates on a dollar for 

dollar basis, while a deduction is worth different amounts 

depending upon the tax bracket of the taxpayer claiming it. 

If a majority of small businessmen cannot appreciate this 

r 
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distinction, then it becomes hard to see how they can be 

motivated by a credit in contrast to a deduction. Only 

31 out of 178 who answered question 21 agreed that an 

investment credit was allowable for the cost of elevators. 

Thirty-six did not agree that it was allowable, and an 

additional 111 had no opinion. 

However, the tax law was specifically amended in 

1964 to allow the Investment Credit on elevators and esca

lators. If taxpayers are not aware that an investment 

credit is available on a specific class of property, then 

they cannot be motivated to take action-based upon that 

availability (of course, only a small percentage of small 

businessmen buy elevators or escalators). 

The Investment Credit provision had a specific 

allowance of the Credit for up to $50,000 of used equipment. 

This was inserted for the primary purpose, according to the 

Congressional Committee Reports, of benefiting small busi

nesses. Yet only 99 out of 205 persons answering question 

19 disagreed with the statement that the Investment Credit 

covers only new equipment. An additional 58 agreed with 

this statement (which is definitely untrue), while 48 

persons checked that they had no opinion. If fewer than 

half of the small businessmen knew that the Investment 

Credit covers more than just new equipment, how could they 

be motivated to take any action in connection with such 

used equipment? 
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Therefore, while the businessmen themselves may not 

have been aware that the Credit was complex/ their very 

answers to the questions dealing with the technical aspects 

of the Credit indicate that it was complex enough so that 

they did not understand it. Failing to understand it, they 

could hardly have been motivated by it. 
# 

Do the Investment Credit provisions of the federal . 

income tax law have an impact on investment decisions of 

small businesses? Do they have an impact on the financing 

decisions? The hypothesis for testing was that the In

vestment Credit did have an impact on each. 

The discussion of rational decision-making indicated 

that the Investment Credit would make investments more 

attractive, but that the degree to which it improved the 

perceived attractiveness of the investment was quite small. 

The field work would appear to support this conclusion. 

There was an impact on the investment decisions made by the 

25% of those respondents who appeared to have a "fair" 

understanding of the Investment Credit, and an impact on an 

appreciably lesser percentage of those who had a "poor" 

understanding of the Credit. 

In terms of the objectives and the substantial cost 

to the U.S. Treasury of the Investment Credit, this low 

percentage of decision-makers affected would seem to raise 

real policy questions. For example, is the U.S. taxpayer 
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paying too much for the results that are apparently being 

achieved? This question, in the context of a more effective 

approach to providing incentives for small business capital 

investment, will be discussed in a later chapter. 

A majority of those surveyed indicated that cash 

flow was the main advantage of the Investment Credit, while 
* 

a majority also indicated that investment and financing 

decisions were separate decisions (the Investment Credit did 
« 

have an effect in providing financing to small business. At 

the same time, it probably did not have a sustantial effect 

on the financing decisions made by small businesses. 

The small business respondents in this study would 

appear to make their financing decisions on the basis of the 

relative cost of different types of capital, so that while 

the Investment Credit would have been a source of cash flow, 

it would not appear to have had any influence on the 

decision on borrowing, buying or leasing with an option to 

purchase, buying on an installment contract, financing 

expansion with equity capital rather than debt, etc. 

The findings of the study do not reject the hypothe

sis that the Investment Credit provisions did have some 

impact on investment decisions. But the study shows that 

the impact on the investment decisions would probably have 

been much greater if the Credit had been larger and/or 

better understood by the small businessman. 
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Comments of the respondents would lend some support 

to the view that relatively few capital expenditures were 

made that would not have been made without the Investment 

Credit. On the other hand, there would appear to be some 

support for the idea that different investments were made 

than would otherwise have been made—in equipment instead 

of buildings, for example. 



CHAPTER 10 

COMMENTS AND RECOMMENDATIONS 

The federal income tax contains numerous provisions 

which are designed to provide 'differential tax benefits for 

small businesses in comparison to other business taxpayers. 

Comments 

Tax Benefits for Small Businesses 

The rate structure in itself is designed to assist 

small business. Corporations currently (1970) pay a 22 per

cent tax on the first $25,000 of their taxable income, and a 

48 percent tax on taxable income in excess of $25,000 (Section 

11, Internal Revenue Code). Up to $10,000 of earnings can be 

accumulated in a corporation, even though there is no busi

ness need for the retention, without fear of a penalty surtax 

being imposed for unreasonable accumulation of earnings 

(Section 535(c), Internal Revenue Code). A special first-

year depreciation deduction of 20 percent of the cost of up 

to $10,000 of qualifying equipment can be taken (Section 179, 

Internal Revenue Code). Corporations with not over ten share

holders, all of whom are individuals or estates, can elect 

to be taxed at the shareholder level rather than the corpo

rate level (Section 1372, Internal Revenue Code). 

129 
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Holders of common stock in corporations which have 

not over $1 million of equity capital can obtain up to 

$25,000 a year of ordinary loss deductions (instead of being 

limited to capital loss treatment) on losses from dispo

sition of such stock (Section 1244, Internal Revenue Code). 

Ordinary loss treatment can also be obtained for losses on 

the sale of Small Business Investment Company stock (Section 

1242, Internal Revenue Code). These are some of the pro

visions which the Congress has inserted to help the small 

business. 

The Investment Credit had two main provisions 

designed to help small businesses. The Credit could be used 

without limitation to offset the first $25,000 of tax 

liability, and up to $50,000 of used equipment could qualify 

for the Credit. 

Two problems arise with these various provisions. 

The first is that they benefit large businesses as well as 

small. Thus, every corporation pays a tax of 22 percent on 

the first $25,000 of its taxable income (with the exception 

of member corporations in controlled groups, which have an 

election to pay 28 percent instead of 22 percent under 

certain circumstances and which will, by 1975, have only 

one $25,000 exemption for the group). There seems to be 

no compelling public policy reason for extending this 

benefit to, for instance, United States Steel). 
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The second problem is one of complexity. The tax 

rate provision seems on the surface to be simple and 

straightforward. But any such benefit encourages people to 

take as much advantage of it as they can. Many large busi

ness operations have found it to their advantage to split 

their activities up among a myriad of corporations, each of 

which pays a tax at the rate of 22 percent on the first 

$25,000 of taxable income. 

In reaction to that, the tax law was tightened in 

1964 to require that corporations under common control 

(defined at that time as 80 percent ownership of more than 

one corporation by one individual, or 80 percent ownership 

of a group directly or indirectly by a common parent) would 

have to choose between having only one $25,000 amount taxed 

at 22 percent for the entire group or paying 28 percent on 

the first $25,000 of taxable income of each corporation 

(Section 1561-3, Internal Revenue Code). This did not, 

however, solve the problem. So the 1969 Tax Reform Act 

broadened the definition of a group under common control and 

scheduled the phasing-out of the 28 percent alternative. 

A group of corporations is now considered under 

common control if five or fewer individuals own at least 

80 percent of the stock of each corporation. The same five 

must also own more than 50 percent of the stock of all the 

corporations in the group when only the smallest percentage 
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of the ownership of each in any single corporation is 

counted (Section 401, Tax Reform Act of 1969). 

Yet the tax rate provision is relatively simple. 

Most of the others mentioned are more complex. Added to 

complexity is the understandab'le attitude of the Internal 

Revenue Service that its job is to be restrictive (in 

allowing tax benefits) consistent with orderly adminis

tration of the tax law. This attitude is understandable 

because the job of the Internal Revenue Service is to 

collect taxes. A good bill collector collects bills, and 

a good tax collector should collect taxes. Public policy 

considerations are a matter for officials in the Treasury 

Department, of which the Internal Revenue Service is only 

a part. 

Unfortunately, the result is that specific small 

taxpayers frequently find themselves unable to obtain 

benefits which Congress has granted to them because they 

fail to meet technical requirements which are being rather 

rigorously applied by the Internal Revenue Service or be

cause they are unwilling to incur the cost of engaging in 

a tax controversy. 

Public Policy Toward Small Business 

The income tax provisions relating to small busi

nesses are only part of a national policy aimed at en

couraging small business. The wisdom of this policy becomes 
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a matter of economic and political philosophy, but for the 

purposes of this study the assumption that small businesses/ 

like small children, require some sort of protection or 

preferential treatment until they reach a size where they 

can fend for themselves is accepted without critical exami

nation. The question then becomes one of the best way to 

implement such a policy. 

Why the Investment Credit Should Have Helped Small Business 

The Investment Credit concept, as opposed to an in

vestment allowance of the British type, provides proportion

ately greater benefits to small businesses than to large 

ones for a given dollar amount of revenue loss. An example 

may illustrate this point: 

Revenue loss $100 million 
Small corporation tax rate 22% 
Big corporation tax rate 48% 
Small corporation investments $100 million 
Big corporation investments $900 million 

If a 10 percent Investment Credit is granted, 
without reduction of basis, and as an alternative, 
a 22 percent investment allowance is granted, also 
without reduction of basis, then the benefits of 
the $100 million would be distributed as follows 
(millions of dollars): 

Small Big 

10% credit 10.0 90.0 
22% allowance 4.9 95.1 

In addition, the U.S. Investment Credit of 1962-69 

specifically allowed the Credit to offset tax liability 

dollar for dollar on the first $25,000 of tax liability, 



while putting a ceiling on the degree to which the Credit 

could offset tax liability above $25,000. The provision 

allowing up to $50,000 of used equipment to be eligible for 

the Credit was directly inserted to benefit small business. 

And when the Credit was suspended in 1966-67/ a provision 

was also inserted exempting the first $20,000 of suspension 

period purchases from the impact of the suspension. 

Since the Credit does improve the perceived profit

ability of any investment eligible for it, and since 

specific provisions were inserted to make it especially 

attractive to small business, it would logically follow that 

the Credit should have substantially stimulated small busi

ness investment. Yet this study would indicate that it may 

have had only a limited impact in terms of motivating 

transactions. 

Defects in the Investment Credit as a Motivator 

The Credit was not large enough to be determinative, 

except in a situation where the investment itself was only 

marginally profitable in terms of the return sought by the 

firm. For those firms using payback analysis, a full seven 

percent would only improve the payback period by that same 

seven percent.(from a four-year payback to a 3.72 year pay

back) . Profitability indexes would also be improved only by 

seven percent. 
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For small businesses, where this degree of objective 

precision in decision-making may be unusual, the advantage 

of the Investment Credit, other than the fact that it 

provided cash, would not be apparent. The cash-flow benefit 

of the Investment Credit was one that was realized and 

appreciated by the small businessman, but it does not appear 

that the ones interviewed had any strong feeling that this 

was anything special. The investments for which they 

obtained the Investment Credit would probably have been made 

regardless of its availability. 

The Credit was not well understood, especially by 

the smaller business units among the ones surveyed. 

The administration of the provision was restrictive, 

except where the availability and measurement of the Credit 

was absolutely clear-cut. 

The Credit was of no help to the small business that 

had no tax liability—and was of little help to many small 

businesses which have small amounts of fixed assets. 

Other Defects in the Investment Credit 

A major criticism of the Investment Credit device 

was its fiscal unresponsiveness. This became obvious when 

the credit had to be suspended, then restored, then 

repealed. Each of these actions took a long time to 

accomplish, whatever the ultimate fiscal result might have 

been. 
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The figures for the fiscal year ending June 30, 

1967, which were previously cited, indicate that the sus

pension period may not have been effective as a demand 

dampening device. The total Investment Credit taken for 

that year exceeded that of the preceding year and was 

almost equal to that of the following year. 
# 

A second major criticism was the Credit's lack of 

selectivity. For example, as the law read from 1962-69, 

the Credit was not allowed for anything connected with low-

cost housing except items of personal property. It was, 

however, available to purchasers of slot machines. It was 

denied to persons leasing equipment to hospitals and was 

allowed on machinery used to manufacture cigarettes. 

Recommendations 

Tax Incentive vs. Subsidy 

The problem is not a simple one, and is not just a 

problem of the Investment Credit. Questions are raised 

whether a tax incentive should be used at all, or if a 

subsidy program is preferable. Questions of social balance 

are raised, for "policy making is not simply a pursuit of 

objectives but is rather an expenditure of some values in 

order to achieve-others" (Braybrooke and Lindblom 1964, 

p. 24) . 
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Critics of the use of the tax system to motivate be

havior point out that its apparent simplicity in comparison 

to a subsidy is the result of the type of subsidy program 

that has been used. The subsidies have been complicated by 

attempts to control the operation of a program and insure it 

achieves its goals. They would point out that either a tax 

incentive is uncontrolled in terms of its objective or that 

a subsidy program could be devised for a specific purpose 

which would be limited or lacking in controls. 

For example, (sic): 

The deduction for charitable contributions is 
sometimes cited as a method of government assistance 
that promotes private decision making—the taxpayer, 
and not the government, selects the charity and 
determines how much to give. But a direct expendi
ture program under which the Government matched with, 
its grants on a no-second-thoughts basis, the gifts 
of private individuals to the charities they 
selected, would equally preserve private decision
making (Surrey 1970, p. 719). 

The same critics would point out that there is, at 

least presently, no accounting for the tax incentive in the 

national budget, no annual appropriation process for the 

funds involved with its concomitant policy review, and no 

treatment of the incentive as subject to income tax. 

Certainly these are persuasive arguments, but a 

subsidy program would not overcome the problem of fiscal 

unresponsiveness, and it might fail in any meaningful se

lectivity as the result of the "pork barrel" nature of the 

appropriation process. 
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Proposed Investment Allowance Legislation 

The recommendation is that an Investment Credit 

approach be adopted with the initial-year investment credit 

not reducing the basis for depreciation. A credit is 

suggested for two reasons: first, between big and small 

business, the credit offers an advantage to the small busi

ness in comparison; second, it'is recommended that the 

credit result in an immediate refund (rather than a carry

back or carryforward of unused credits) if it exceeds the 

tax liability. It can therefore be of help to new and 

unprofitable businesses. 

The Investment Credit would be discretionary in 

both its rate and coverage, with the President of the United 

States determining both by executive order—which could, 

however, be issued only upon recommendation of the Council 

of Economic Advisers. 

The Credit could cover increases in working capital 

as well as in fixed assets, if the executive order so 

decreed. It could also be limited to specific industries 

or specific categories of assets. The Council of Economic 

Advisers could, for example, determine that the level of 

inventories was falling to a dangerously low level, and 

recommend that a credit of ten percent of net increases, in 

business inventories between September 30, 1970 and 

February 28, 1971 be allowed. This credit could then be 

applied on income tax returns. 
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There is some precedent for this type of discretion

ary tax legislation in the Interest Equalization Tax. In 

that legislation the President of the United States is 

allowed to exempt certain companies and certain security 

issues from the tax, and he is' given the authority to raise 

and lower the rates of tax within a Congressionally de

termined range (Sections 4916(b) and 4911(b)(2), Internal 

Revenue Code of 1954). In terms of the Investment Credit 

proposal, discretion might be granted 'to allow an Investment 

Credit of up to 25 percent. In no event, however, would a 

credit or credits be allowed which would (in any one fiscal 

year) result in estimated credits being claimed by taxpayers 

in excess of $2.5 billion. 

The proposed legislation would also provide ma

chinery for taxpayers to get binding advance determinations 

on the applicability of the Credit to a specific situation. 

The procedure would involve the taxpayer filing a complete 

description of the proposed investment and related facts 

with the Internal Revenue Service. In addition, an expla

nation of the reasons why he thinks the proposed investment 

qualifies for the Credit should be filed. 

If a notice of rejection of the proposal was not 

received by the taxpayer within 45 days of filing, he could 

proceed with the investment. In the event of later 

challenge by the Internal Revenue Service, the Government 

would have the burden of showing that the proposal did not 
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qualify and any doubt would be resolved in favor of the 

taxpayer. 

If the Internal Revenue Service sent a notice of 

rejection, the taxpayer could still proceed with the in

vestment, but with the burden of proof for justifying the 

rejection of the credit being on the Government. He could 

also appeal the notice of rejection to the appellate 

division of the Internal Revenue Service and/or the United 

States Tax Court. On any such appeal, the burden of proof 

of entitlement to a credit would be on the Government. 

However, the taxpayer would, in all instances, still have 

the burden of going forward with the evidence of the facts 

involved. 

There is some precedent for parts of the procedure 

set forth above. Taxpayers can and do get advance rulings 

from the Internal Revenue Service now, and under Section 

367, Internal Revenue Code (transfers to foreign corpo

rations) they are required to get them prior to certain 

transactions. 

Some changes in accounting procedures can be made 

by filing a request with the Internal Revenue Service, with 

the change regarded as having been granted in the absence 

of some indication of disapproval (Rev. Proc. 64-51, 1964-62 

CB 1003). In unreasonable accumulation of earnings cases 

before the Tax Court, the burden of proof for accumulations 

can be shifted to the Government by filing a statement with 
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the Internal Revenue Service indicating the reasons (Section 

534/ Internal Revenue Code). 

The taxpayer's retention of the burden of going 

forward with the evidence flows from the nature of the tax 

administration process. The taxpayer, and not the Internal 

Revenue Service, has control of the records, documents, and 

testimony involved. It is reasonable that the taxpayer 

should step forward and introduce the factual data to sub

stantiate his position. 

On the other hand, if the Investment Credit is to 

act as an incentive, it should be liberally interpreted. 

Once the facts are established by the taxpayer, then it 

should be up to the Internal Revenue Service to either 

refute or to clearly show that the established facts do 

not fall within the scope of the appropriate executive 

order. It should not be necessary for the taxpayer to both 

prove the facts and also prove conclusively that the order 

covers his situation. 

A proposed statutory provision for a credit is 

attached in Appendix F. 

Discussion of the Proposal 

The approach taken in this proposed legislation 

differs sharply from the Investment Credit experiment of 

1962-69. From the beginning of that program, great stress 

was laid upon the idea that the Investment Credit was a 
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permanent part of the tax system. Businessmen emphasized 

that they did not was a "start and stop" type of incentive. 

Even at the time of the Investment Credit suspension, there 

was little or no testimony to indicate that even a temporary 

interruption was anything but a highly regrettable necessity. 

From where then, was the idea of an incentive that would be 
i 

switched on and off derived? 

As noted in the discussion of capital investment 

incentives provided in other countries, a substantial amount 

of incentive can be easily provided, as a permanent or semi

permanent part of the tax system, by the pattern permitted 

for amortizing the cost of capital assets. At the extreme, 

deductibility of the cost in the year of acquisition will 

neutralize the income tax factor in the sense that, ceteris 

paribus, the after-tax rate of return will equal the before-

tax rate of return (Brown 1948). 

The Treasury Department already possesses the tools 

for creation of a great deal of incentive for larger busi

nesses. The 1962 depreciation guideline rules illustrate 

the type of actions which the Treasury can take if it is so 

inclined (Revenue Procedure 62-21, C.B. 1962-3, p. 418). 

Not enforcing the reserve-ratio test, which was an intrinsic 

part of the guideline system, has made the guidelines to 

date merely a system for shortening the useful lives of many 

assets (not including buildings). Even shorter lives could 

be administratively prescribed if it seemed desirable. 
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But changes in depreciation are across-the-board 

changes. While the Treasury Department has from time to 

time adopted special rules affecting specific industries 

favorably [(Mim. 6209, C.B. 1947-2,26) allowed banks a type 

of bad debt allowance unique to the tax law—and ultimately 

so generous that administrative action had to be taken in 
i 

1965, and legislative action in 1969, to cut back on its 

benefits] such selective rule-making in an area like 

depreciation would probably be impractical as a political 

matter. 

A permanent type of capital incentive for production 

equipment seems particularly appropriate in an economy that 

is striving for growth at the expense of other objectives. 

The emerging countries of Africa, of Southeast Asia, and 

even the economies of Europe during the period of recovery 

from World War II could easily fit into this category. 

Massive incentives must be provided to induce capital to 

flow in relatively massive amounts into investment rather 

than consumption, and into a particular economy rather than 

into competing economies. 

There may be more question on the justification for 

the same types of incentives, especially on a permanent 

basis, in an increasingly service-oriented economy such as 

that of the United States today. The complexity of such an 

economy is immense, and the problems of a "political 
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economy" in managing it require tools that are somewhat more 

subtle than broad, undifferentiated stimulants. 

It can be argued that the Investment Credit of 1962-

69 served as a partial offset to the inadequacy of depreci

ation allowances during a time of mild inflation, and that 

some similar broad program is essential to cope with in

flation. Otherwise, it is arguable, the income tax actually 

erodes capital because the dollars deducted for depreciation 

allowances are dollars of a different purchasing power than 

those expended when the asset was acquired. This is an 

argument that deals with the equities of the income tax. 

Other taxpayers likewise face inequitable results 

as the product of inflation, such as the bondholder who pays 

tax on his interest income but receives back dollars 

shrunken in purchasing power, or the wage earner whose real 

income drops but whose dollar income gets into higher and 

higher brackets in our graduated tax structure. 

The Investment Credit does not really cope with the 

problem of inflation, except haphazardly. Some modification 

of the historical cost or legal dollar orientation of the 

income tax may be necessary to deal with these problems— 

perhaps through using dollars that are adjusted to a common 

denominator. Or perhaps through allowing a deduction in the 

year involved for the excess of the cost of replacement 

equipment over that of the equipment being replaced. Such 

solutions, to be equitable, will have to be part of another 
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wholesale revamping of the income tax, or the attempt to 

cure one class of inequities will only make worse the 

inequities afflicting other taxpayers. 

No lawmaker, or Congress, can be so omniscient or 

prophetic to anticipate years in advance the changing needs 

of the American economy for stimulation from time to time 

and in one area or another. The American economy is an 

economy in which the government exercises substantial con

trol over the level of economic activity. 

The 1969-70 slowdown in economic activity produced 

by the deliberate policies of the Nixon-Administration 

demonstrated that if there is a willingness to brave or an 

indifference to the consequences, brakes can be put on both 

rates of growth and rates of inflation. Government pro

curement activities in connection with World War II, the 

Korean War and the Viet Nam war have shown that massive 

spending programs can create an acceleration of economic 

activity. 

The tax credit legislation proposed in this study 

would provide an Administration with something different: 

a type of tool not presently available for fine-tuning the 

economy by providing massive stimulus for growth in specific 

areas. The tool could be used quickly, and match the 

response to a present need rather than providing a stimulus 

when the time for stimulus was past and the time for 

restraint had already arrived. 
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By. broadening the scope of the credit to cover 

working capital, the stimulus could be applied to expansions 

of trade credit and of inventories in the selected industry 

or industries, in addition to the more traditional capital 

goods areas. 

Increases in inventories, assuming sales remain 
i 

constant, are the result of increases in production. The 

ability to immediately stimulate production and/or purchase 

activities in selected parts of the economy (at any level 

from extractors of raw materials through retailers and 

service organizations) provides a type of tool never 

previously available. 

Authorizing the granting of credits for increases 

in the level of accounts receivable allows stimulus in an 

area where presently the only control tools are restrictive 

(for example, the controls over extension of credit exerted 

through the Federal Reserve over the banking system). 

Accounts receiveable increase as the result of increased 

sales, decreased collections, or some combination of these 

two. To obtain a credit for increases in trade receivables, 

a business would either have to increase its sales (through 

such devices as increasing the intensity of its sales ac

tivities) or become more generous in its extension of credit 

(which, of course, also would tend to increase sales). 
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The proposed legislation would provide a type of 

selectivity and flexibility in responding to the fluctuating 

needs of the U.S. economy that a subsidy program would lack. 

While this difference between the proposed legislation and a 

subsidy program is certainly not inherent in the nature of 

credits as opposed to subsidies, the practical legislative 
i 

and administrative difficulties of achieving comparable 

results with a subsidy program in the framework of present 

U.S. legislative and administrative procedures seem almost 

insurmountable. 

By contrast, the features of the proposed tax credit 

legislation all draw on procedures or authorizations that 

have been, or presently are, operative in the U.S. tax 

legislation and tax administration. 

Some degree of control over the executive use of 

Congressional authorization is provided by the recommen

dation of the Council of Economic Advisers before credits 

could be either instituted or continued. The businessman 

would know the time (not to exceed 18 months) during which 

the Credit would be available, but would have no assurance 

that it would be renewed. The stimulus toward acting during 

the credit period would be maximized. Arbitrary revocation 

of the Credit would be prevented by requiring that the 

Congress be notified at least 30 days prior to any termi

nation earlier than planned. This would give notice to' 
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businessmen and would allow for any appropriate political 

pressure or legislative activity. 

Reasonable assurance would be given to businessmen 

that the Credit they reasonably anticipated getting would, 

in fact, be available to them without involved, protracted, 

and expensive controversy with the Internal Revenue Service. 

Perhaps the major latent defect in the proposed 

program, in relation to the small businessman, is that he 

will not be motivated in the fashion intended because of his 

failure to obtain information about a particular incentive, 

or his failure to understand the information he obtains. 

The practical solution to that problem may be to focus 

attention on the accountants who act as advisors and on 

the trade associations who provide information to the small 

businessman. 

If the applicability of a particular incentive to a 

specific type of business is adequately communicated to busi

ness advisors, they will in turn communicate the action 

called for to most of their affected clients and members. 

The problem of communication with (and understanding 

by) the small businessman is a major one in any effort to 

provide incentives for him to behave in certain ways, or in 

any attempt to help small businessmen. If the incentive is 

substantial enough, the proverbial shrewdness of the 

successful small businessman will lead him to take advantage 
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of it. If the incentive is nominal, it is understandable if 

it generates little excitement. And if the small business

man is lacking in shrewdness, his failure is probable anyway 

regardless of what incentives may be given him. 

• Summary 

The proposed legislation would appear to overcome 
i 

the major problems, other than communication and understand

ing, which the Investment Credit presented in motivating 

small businessmen. It would also appear to provide a type 

of flexibility and selectivity which would help in keeping 

the U.S. economy on a desired course. 
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TAX COURT OF THE UNITED STATES 

Don R. Thompson and Mildred Thompson, 
Petitioners, 

v. 

Commissioner of Internal Revenue, 

Respondent 

Docket No. 879-66 

BRIEF FOR THE PETITIONERS 

Nature of the Controversy 

The parties having stipulated to all matters at 
issue except that relating to the investment credit, the 
controversy is whether the petitioners are entitled to an 
investment credit on certain property which they purchased 
in 1963. The parties have agreed that depreciation on 
certain leasehold improvements, as to which the deficiency 
notice proposed to allow $750 and $1,000, respective, for 
the years 1963 and 1964, should be allowed in the respective 
amounts of $3,078.99 and $4,105.32 (Stipulations 3, 6 and 7) 
The parties are in agreement that a mechanical computation 
of the medical expense deduction will be made (Stipulation 
5). The parties are in agreement that a Rule 50 computation 
will be necessary after the Court has reached its deci slon 
on the investment credit issue (Transcript page 10: lines 
19-25; 11; 19-20, of trial of February 13, 1967 at Phoenix, 
Arizona). 

Tax Involved 

The taxes in issue are federal income taxes for the 
years 1963 and 1964 of $4,350.43 and $1,910.19, respectively 
The sole issue remaining for decision, the investment credit 
for 1963, involves approximately $2,100. As previously 
noted, a Rule 50 computation will be necessary to reflect 
the effect of the settlement of the other issues. 
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Issue to be Decided 

The sole question for decision is whether the fact 
that petitioners previously used the property which they 
purchased on April 4, 19637 is sufficient in and of itself 
to bar them from the benefits of the investment credit pro
vided under Section 38 I.R.C. relative to the purchase of 
that property (Stipulation 5; Transcript 8:18-9:3). 

Statement of the Facts 

The facts relating to the investment credit issue 
have all been stipulated, and - the pertinent facts may be 
summarized as follows: 

1. From December 4, 1957 through April 2, 1962 
petitioners conducted a business known as Redwood Lodge in 
Tucson, Arizona (Stipulations 8 and 9). 

2. On April 2, 1962, petitioners sold the business, 
including all personal property used in connection there
with, to Redwood Gay Nineties Lodge, a corporation. Neither 
Redwood Gay Nineties Lodge, a corporation, nor any of its 
stockholders, were related to petitioners at any time within 
the meaning of either Sections 267 or 707(b) of the Internal 
Revenue Code of 1954 (Stipulations 10 and 13). 

3. As part of the consideration in the sale, re
ferred to in (2), petitioners received a note secured by a 
chattel mortgage on the property sold (Stipulation 11). 

4. The purchasers failed to make all of the 
payments on said note, and the chattel mortgage was fore
closed. The property was sold at a public sale, and pe
titioners were the purchasers (Stipulation 5 and Joint 
Exhibit 8-H). 

5. The purchase of the property by the petitioners 
at the public sale took place April 4, 19 63 (Exhibit 8-H). 

6. The tax basis of the property purchased by pe
titioners on April 4, 1963 was its fair market value as of 
that date. Since the fair market value of the property at 
such date exceeded the petitioners' tax basis in the note 
which was the consideration given by the petitioners at the 
public sale, the petitioners realized a taxable gain on the 
disposition of the note in connection with this transaction 
(Stipulation 15, Item [a] of Joint Exhibit 3-C). 

(2) 
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7. The property purchased by petitioners included' 
$46,371.71 of tangible personal property with a useful life 
of seven years (Exhibit D of Joint Exhibit 3-C). 

8. After petitioners acquired the property on April 
4, 1963/ it was used by petitioners and not by the person who 
had been using the property before such acquisition (Stipula
tion 14) . 

Points upon which Petitioners Rely 

The petitioners rely upon the following points as 
supported by the facts above referred to: 

1. On April 4, 1963, petitioners purchased 
$46,371.71 of tangible personal property; 

2. The tangible personal property had a useful 
life of seven years; 

3. Petitioners were not the persons who were using 
the property before their acquisition of the property; and 
therefore 

4. Petitioners are entitled to an investment credit 
under Section 38 I.R.C. in the amount of seven percent of 
two-thirds of the cost of said tangible property. 

Argument 

This whole case turns on the meaning of the following 
statement: 

Property shall not be treated as "used section 
38 property" if, after its acquisition by the 
taxpayer, it is used by a person who used such 
property before such acquisition . . . (IRC 48[cj). 

Respondent apparently feels bound by what he con
siders the unambiguous language of the statute. Respondent 
would read the sentence as saying that: 

Property shall not be treated as "used section 
38 property" if, after its acquisition by the 
taxpayer, it is used by any person who has ever 
used, such property ajt any time prior to such 
acquisition ... • . 

While this is certainly one way of reading the sen
tence, petitioners submit that it is also possible to read 
the sentence as saying: 

(3) 
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Property shall not be treated as."used section 
38 property" if, immediately after its acquisi
tion by the taxpayer, it isused by any person 
who was using such property immediately prior 
to such acquisition . . . 

Petitioners contend that a review of the Congres
sional Committee Reports relating to this provision, and 
the purposes sought to be achieved by the enactment of the 

• investment credit, support such an interpretation. 

As a minimum, the statutory language used is clearly 
ambiguous relative to the time' of disqualifying use. The 
determination of whether a taxpayer is entitled to an invest
ment credit is made at the time of acquisition, so the phrase, 
"if, after its acquisition by the taxpayer," must imply "im
mediately after its acquisition," since otherwise the provi
sion would require clairvoyant powers to administer. But if 
the word "immediately" is to be implied as a modifier to 
"after its acquisition," it seems consistent that it be im
plied as a modifier to "before such acquisition" as well. 
Petitioners will attempt to show that such an implication is 
not only consistent with the history of the statute, but will 
serve in this case to help achieve the statute's purposes and 
produce the most equitable result. 

Background and pattern of the statute 

Basic to an understanding of the issue is a general 
grasp of the pattern of the investment credit provisions in 
the federal income tax law. 

In 196 2, Congress provided new Sections 38, 46, 47, 
and £8 of the Internal Revenue Code of 19 54 in~order to en
courage investment and stimulate business activity. The 
House report on the investment credit provisions (House of 
Representatives Report No. 1447, 87th Congress, 2nd Session, 
in CB 1962-3) emphasizes that the legislation is in response 
to the President's request. "in his Economic Report the 
President states—'We must scrutinize our tax system care
fully to insure that its provisions contribute to the broad 
goals of full employment, growth, and equity . . . The cen
terpiece of these proposals is the 8-percent tax credit 
against tax for gross investment in depreciable machinery 
and equipment . . .'"p. 411, supra. The report then goes 
on to point out, "it is believed that the investment credit 
. . . will provide a strong and lasting stimulus to a high 
rate of economic growth and will provide an incentive to 
invest . . ."p. 412, supra. 

(4) 
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Section 38, I.R.C., allows a credit which may be 
offset directly against income tax liability. The credit 
is an amount equal to seven percent of "qualified invest
ment" in both new equipment and a limited amount per year 
of used equipment. The equipment, involved must have a use
ful life of at least four years, and the percentage of the 
cost of the equipment which may be counted as "qualified 
investment" depends upon the useful life of the equipment 
when acquired. All of the cost of assets with a useful 
life of at least eight years count as "qualified invest
ment." Sections 46 and 48_ spell out these rules. 

* 

Section 47 provides that if a taxpayer disposes of 
equipment on which he obtained an investment credit before 
having used that equipment for the useful life on the basis 
of which he obtained the investment credit, he must repay 
to the government the "unearned" portion of the investment 
credit. This is the "investment credit recapture" provision 
to which reference will again be made later in the argument. 

The investment credit provisions were only available 
as to property acquired after December 31, 1961. In the 
case of new property, this provision presented no opportuni
ties for abuse by taxpayers. But used property involved a 
complication. A taxpayer using property at December 31, 
1961 could conceivably arrange a transaction whereby the 
property was ostensibly sold, although the same user con
tinued to use it, and thereby create an investment credit 
for used property in a situation where Congress had not in
tended an investment credit be allowed (i.e., in a situation 
where there was no actual change taking place after December 
31, 1961 in the identity of the person using the property). 

Thus, we find in the Senate Finance Committee Report 
on the bill: 

"The new property taken into account as qualified 
investment (Section 48[b]), must be purchased or otherwise 
acquired after December 31, 1961, and its first use com
menced by the taxpayer after that date . . . Used property 
(Section.48[c]), eligible for the credit, also must be pur- ~ 
chased after December 31, 1961, but, of course, is not pro
perty which is new in use with the taxpayer. To prevent 
abuse, however, there has been omitted from the term 'used 
property,* available for the credit, that which is used by 
a person who used the property before such acquisition . . ." 
Senate Report No. 1881, 87th Congress, 2nd Session, p. 15 
(1962). 

(5) 



159 

The specific language that Congress used to imple
ment that intent reads, as we have noted, "Property shall 
not be treated as 'used Section 38 property' if, after its 
acquisition by the taxpayer, it is used by a person who 
used such property before such acquisition . . ."(IRC 48[c]). 

We have seen that the stated purpose of this parti
cular language was "to prevent abuse" of the allowance of an 
investment credit for used equipment. The Senate Finance 
Committee Report illustrated the types of abuse that the Com
mittee had in mind by giving several examples (emphasis 
supplied): 

i 

"Thus, if property were sold under a sale and lease
back arrangement, such property in the hands of the pur
chaser-lessor would not be used Section 38 property since 
the property , after its acquisition, 'is being used by the 
same person who used it before the.acquisition. Similarly, 
where a taxpayer has been leasing property, and subsequently 
purchases such property (whether or not the lease contained 
a purchase option feature), such property is not used Section 
38 property with respect to such taxpayer, since it is being 
used by the person who used such property before its acquisi
tion. In addition, if property owned by a lessor is sold 
subject to a lease or is sold upon the termination of a lease 
the property will not qualify as used Section 38 property 
with respect to the purchase, if thereafter the property is 
used by a lessee who used the property before the acquisition 
Senate Report No. 1881, supra (sic), p. 158. 

The regulations of the Treasury Department (Reg. 
1.48-3[a][2]) interpreting the language in question use the 
same illustrations to clarify the circumstances under which 
property is, after its acquisition by the taxpayer, being 
used by a person who used such property before such acquisi
tion. The examples are: 

1. If property is used by a person and is later 
sold by him under a sale and leaseback arrangement; 

2. Where a lessee has been leasing property and 
subsequently purchases it; and 

3. If property owned by a lessor is sold subject 
to the lease, or is sold upon the termination of the lease, 
and the lessee continues to use the property. 

All of these examples deal with situations where . 
there is no real change taking place in the person who is 

(6) 
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using the property. In the sale and leaseback, the legal 
title to the property is being transferred, but the former 
owner continues to use the property without interruption. 
If a lessee purchases property which he has been leasing, 
there is no interruption in his use of the property. If 
property is sold subject to a lease, the lessee continues 
to use the property without interruption. 

What, then, is the abuse to which Congress directed 
this provision? From the examples given, it seems clear• 
that Congress was concerned that an investment credit might 
be obtained when, in fact, there was no change after De
cember 31, 1961 in the identity of the person using the 
property. 

Congress could have said, "Property shall not be 
treated as 'used Section 38 property' if, after its acqui
sition by the taxpayer, it is used by the person who used 
such property before such acquisition. . ." In fact, the 
Committee used this language in two of its examples. How
ever, this would not have fully solved the problem of in
suring that there was a real change taking place in the 
identity of the person using the property, for there are 
types of property that are used by more than one person. 
For example, a truck may be leased to X for use one day of 
the week and to Y for five days of the week; or a computer 
may be leased to" X, Y and Z on a time-sharing basis. (For 
an example of a multiple computer use, see Allis Chalmers 
Mfg. Co. v. U.S. (DC-Wise. 1961) 8 AFTR 2d 5668, 200 F. 
Supp. 91, in which a computer was being used by six in
dustrial and public utility corporations.) Use of "the 
person" instead of "a person" would not have covered the 
purchase of the truck by Y or of the computer by Z. That 
the Congress was aware of multiple user problems seems 
apparent (p. 158, supra) from the Committee Report comment 
that property could be treated as used Section 38 property 
even though the purchaser had "also made some casual use 
of it before acquisition." 

Respondent's position frustrates the Congressional intent 

To adopt the interpretation contended for by the 
respondent would appear in many situations to lead to in
equitable results and to impede legitimate business trans
actions. For instance, a taxpayer who purchased equipment 
in 1962 and obtained an investment credit thereon might 
sell this equipment in 1964, taking back a chattel mortgage. 
As the result of selling the equipment, he would (under 
Section 47) have to repay to the government the investment 
credit which he had obtained in 19 62. If he foreclosed on 
the chattel mortgage in 1966, and reacquired the equipment, 

(7) 
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respondent's interpretation would deny him an investment 
credit on his reacquisition solely because he has used the 
property years earlier. He would thus have effectively been 
deprived of any investment credit benefit at all, even though 
his use of theproperty was exactly what Congress was trying 
to encourage by enacting the Investment Credit provisions. 

Under the statute, the purchase of the property by 
Redwood Gay Nineties Lodge, a corporation, would have en
titled the corporation to take an investment credit for the 
purchase of used equipment. The April 4, 1963 sale of the 
property to petitioners would, under Section 47, have, re
sulted in recapture of investment credit previously taken 
by Redwood Gay Nineties Lodge, a corporation. In the broad 
scheme of the statute, therefore, it seems equitable and 
proper that petitioners should be allowed the investment 
credit on their April 4, 1963, purchase of the property: 

1. In general, the statutory scheme of the invest
ment credit provisions allows an investment credit to the 
purchaser in transactions in which the seller is making a 
disposition under circumstances that would result in an in
vestment credit recapture if the seller has not held the 
property for the life on which the investment credit was 
based; 

2. The Congress, in enacting the Section 48(c), 
I.R.C. language with which we are concerned, was attempting 
to foil abuse of the investment credit on the part of per
sons owning property on December 31, 19 61, who could arrange 
transactions to dispose of the property without investment 
credit recapture effects, but still, absent the statutory 
language with which we are concerned, obtain an investment 
credit. The Congress, in other words, was concerned with 
the type of transaction in which petitioners sold the cor
poration the property in 1962, and what Congress was saying 
was that if the corporation had been related to petitioners 
under either Sections 267 or 707(b), the corporation would 
not have been entitled to an investment credit in 1962 be
cause the property would still be being used by "a person 
who used such property before such acquisition." 

3. Because the recapture offsets the credit being 
taken, there is no net revenue effect in this type of situ
ation, whereas failure to allow to the petitioners an in
vestment credit under these circumstances appears to create 
a tax windfall potential to the government which was far 
beyond the contemplation of Congress. The Congress was con
cerned solely with preventing "abuses" in enacting the sen
tence at issue. 

(8) 
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The Investment Credit was a liberalizing provision, 
and, as such, it should be liberally construed so as to 
achieve its purposes of investment incentive and equity. 
It should not be so interpreted as to produce inequitable 
results or frustrate the goal of encouraging business 
activity. 

Interpretation of liberalizing provisions 

As pointed out in Merten's LAW OF FEDERAL INCOME 
TAXATION, Vol. 1, Chapter 3, p. 62 (para. 3.26), ". . .re
sort to legislative history i$ proper when the statute is 
ambiguous. . .Frequently, however, when the 'plain meaning' 
produces not an absurd result but merely an unreasonable one 
plainly at variance with the policy of the legislation as a 
whole, the courts have followed the Congressional purpose 
rather than the literal words." (Citations omitted.) On 
page 60 of Merten's, supra, it is pointed out that "In 
determining Congressional intent, it is important to seek 
the circumstances and causes prompting the enactments, the 
public history of the times, and the evil to be remedied." 
(Citations omitted.) 

"The courts have repeatedly held as a general rule 
that in cases of ambiguity doubts should be resolved in 
favor of the taxpayer. The rule had a development through 
many old cases, and the decisions make a constant reference 
to this principle." Merten's, supra, pp. 11-12 (para 3.05). 
(Citations omitted.) Footnote 56, supra, comments that "the 
difficulty of determining when a statute is sufficiently 
equivocal to permit departing from a literal interpretation 
makes the application of this rule uncertain, but the mere 
fact that the issue has reached the stage of litigation is 
reasonable evidence, ordinarily, of room for dispute, unless 
the case turns on an issue of fact." 

The Supreme Court has said of another liberalizing 
provision, "If the meaning of the act were doubtful, we 
should still reach the same conclusion. The exemption of 
income devoted to charity and the reduction of the rate of 
tax on capital gains were liberalizations of the law in the 
taxpayer's favor, were begotten from motives of public 
policy, and are not to be narrowly construed." Helverine v. 
Susan D. Bliss, 293 U.S. 144, 55 S. Ct. 17. This doctrine 
was reaffirmed in U.S. v. Frederick Pleasants, 305 U.S. 357, 
59 S. Ct. 281. 

The investment credit provisions can also be said, 
in the language of the Supreme Court, to be "liberalizations 
of the law in the taxpayer's favor. . .begotten from motives 
of public policy, and. . .not to be narrowly construed." 

(9) 
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Certainly, Congress nowhere expressed its intent 
that property should be impressed with a stigma for all 
time as to any taxpayer who had ever used it. Rather, Con
gress was concerned with a specific kind of abuse relating 
especially to property owned by taxpayers on December 31, 
1961. It devised language to deal with that specific type 
of abuse, and that language should be interpreted so as to 
deal with the type of abuse with which Congress was con
cerned, and not so as to actually create inequity and frus
trate the Congressional intent by denying an investment 
credit in a situation where no, abuse is being perpetrated. 

Mortgage foreclosures in general 

Respondent does not contend that every acquisition 
of property through mortgage foreclosure is barred from in-
vesment credit benefits. (Transcript 9:4-9) If, instead 
of a sale of the property to the Redwood Gay Nineties Lodge, 
a corporation, petitioners, as investors, had loaned the 
corporation a sum of money, obtained a chattel mortgage as 
security, and then foreclosed, respondent would be willing 
to allow petitioners the investment credit which they claim. 
Yet the benefits to the economy through having this dormant 
business' assets purchased and the business revitalized, are 
the same regardless of the manner in which petitioners 
acquired the chattel mortgage. It is exactly that social 
and economic benefit which motivated Congress to grant an 
investment credit for up to $50,000 per year of used equip
ment, and no abuse of the Congressional intent, no perver
sion of the privilege, no evasion or avoidance of tax will 
result from allowing the investment credit to these peti
tioners in this transaction. 

Prayer for Relief 

The language of the statute is susceptible of more 
than one interpretation. The pattern of the statutory pro
visions is such that petitioners' interpretation of the 
statutory language produces an equitable result and promotes 
the Congressional purpose in enacting the statute,' whereas 
the respondent's interpretation would tend to frustrate the 
Congressional purpose, exalt form over substance, and impede 
legitimate business transactions. It is well established 
that liberalizing provisions should be liberally interpreted 
so as to achieve their objectives. 

(10) 
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Wherefore, petitioners respectfully pray that this 
Court may determine and sustain their appeal. 

S/ William L. Raby 
Counsel for Petitioners 

William L. Raby 
Suite 1000, 177 North Church Ave. 
Tucson, Arizona 85701 

Dated: March 15, 1967 

(11) 
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STATUTE AND REGULATIONS INVOLVED 

Statute 

Internal Revenue Code of 1954 -
Section 48(c)(1) 

Regulations 

Under 1954 Code -
Section 1.48-3(a) (2) (i) 
Section 1.48-3(a) (2) (ii) 
Section 1.48-3(a)(3), Example (4) 

Specific provisions of the Statue and Regulations Relied Upon: 

Statute 

Section 48 (c) (1) 
•i* * * property shall not be treated as 'used 
section 38 property' if, after its acquisition 
by the taxpayer, it is used by a person who 
used such property before such acquisition* * *." 

Regulations 

Section 1.48-3(a) (2) (i) 
"Property shall not qualify as used section 38 
property if, after its acquisition by the tax
payer, it is used' by (a) a person who used such 
property before such acquisition, * * 

Section 1.48-3(a)(2)(ii) 
"For purposes of applying subdivision (i) of this 
subparagraph, * * * property shall not be con
sidered as used by a person before its acquisition 
if such property was used only on a casual basis 
by such person." 

Section 1.48-3(a)(3), Example (4) 
"A owns a bulldozer which he rents out to a num
ber of different users, including B. In 1962, B 
used the bulldozer from February 16 to March 12 
and again on October 15 and 16. B purchases the 
bulldozer from A on December 1, 1962. The prior 
use of the property by B does not disqualify such 
property as used section 38 property to B, because 
he used such property only on a casual basis prior 
to its purchase." 

(iii) 
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C O N T E N T S  

Page 

PRELIMINARY STATEMENT 1 

QUESTION PRESENTED . 2 

RESPONDENT'S REQUEST FOR FINDINGS OF FACT .... 3 

POINTS RELIED UPON 5 

ARGUMENT: 

I. Petitioners are not entitled to treat 
this property as "used section 38 pro
perty" since they had previously used 
it; i.e., before acquisition. . 6 

II. Assuming, arguendo, that there is an 
ambiguity in the statute, then since a 
credit is involved and since a credit 
is in the nature of an exemption, the 
statute should be strictly construed 
in favor of the Government . 8 

CONCLUSION 11 
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TAX COURT OF THE UNITED STATES 

DON R. THOMPSON and 
MILDRED THOMPSON, 

Petitioners, 

v. 

COMMISSIONER OF INTERNAL 
REVENUE, 

Respondent. 

Docket No. 879-66 

BRIEF FOR RESPONDENT 

PRELIMINARY STATEMENT 

This case involves a proposed redetermination of de

ficiencies in income taxes asserted by respondent against the 

petitioners in the amounts of $4,305.43 and $1,910.10 for the 

years 1963 and 196 4, respectively. 

The trial was held before Judge C. Rogers Arundell in 

Phoenix, Arizona, on February 13, 1967. 

The evidence consists of a Stipulation of Facts with 

Exhibits attached thereto. March 30, 196 7 was set by the 

Court as the date on which simultaneous briefs of the parties 

are to be filed. 

A Rule 50 computation will be required because the 

parties settled some issues. 

(1) 
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' QUESTION PRESENTED 

Does certain personal property, which the petitioners 

reposessed (sic) on April 4, 1963 and thereafter used, and 

which had been owned and used by them prior to its sale on 

April 2, 1962, qualify as "used section 38 property" so that 

the petitioners are entitled to an investment credit regard

ing such property? 

The statutory notice raised an issue regarding depre

ciation for the years 1963 and 1964. This issue has been re

solved by the parties in the Stipulation of Facts (Stip. ̂ [3 

and 6). The parties have also agreed that the other issue, 

a medical adjustment, is dependent upon the ultimate deter

mination of adjusted gross income (Stip. 114) . 

(2) 
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RESPONDENT'S REQUEST FOR FINDINGS OF FACT 

(a) Respondent requests the Court to find the 

following facts: 

1. Petitioners timely filed United States Individual 

Income Tax Returns for the years 1963 and 1964 with the Dis

trict Director of Internal Revenue, Phoenix, Arizona (Pet. fll; 

Ans. 1(1; Stip. 111) , 

2. The respondent mailed a notice of deficiency to 

petitioners on December 8, 1965 in which respondent asserted 

deficiencies in income taxes due from the petitioners in the 

amount of $4,350.43 for the year 1963 and $1,910.19 for the 

year 1964 (Pet. 1(2; Ans. 112; Stip. 112). 

3. Petitioners, at the time they filed their petition 

herein, resided at 334 South Calle DeAzucena, Tucson, Arizona 

(Pet. 111; Ans. 111). 

4. From shortly after December 4, 1957 until April 

2, 1962, petitioners conducted a business known as Redwood 

Lodge (Stip. 1(1(8 and 9) . 

5. On April 2, 196 2, the petitioners sold the busi

ness known as Redwood Lodge, including all personal property 

used in connection therewith, to a third party (Stip. 1(10) . 

6. The purchasers failed to make their payments and 

the mortgage securing the purchase price on this sale was 

foreclosed (Stip. 1(1(11 and 12) . 

(3) 
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7. On April 4, 1963, the petitioners purchased the 

mortgaged property at the foreclosure sale, and thus re

acquired the personal property previously sold (Stip. 1(1110, 

11 and 12; Ex. 8-H 1f7) . 

8. The property thus reacquired was property which 

had been owned and used by the'petitioners prior to the sale 

on April 2, 1962, and, therefore, prior to its reacquisition 

on April 4, 1963 (Stip. 1MI10, 12 and 14). 

9. After the petitioners reacquired the property 

involved, it was used by petitioners (Stip. 1114) . 

(b) Respondent requests the Court to find the fol

lowing ultimate fact: 

10. The property in. question, which petitioners used 

both before and after they reacquired it in 1963, does not 

qualify as "used section 38 property" (entire record). 

(4). 
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POINTS RELIED UPON 

Petitioners owned and used certain property. They 

sold this property. They reacquired the said property and 

used it. Section 48(c)(1) of the Internal Revenue Code of 

1954 specifically covers this type of fact situtation as 
i 

follows: 

"* * * property shall not be treated as 'used 
section 38 property' if, after, its acquisition 
by the taxpayer, it is used by a person who used 
such property before such acquisition * * *.11 

Thus, under the clear language of the statute, petitioners 

are not entitled to treat this property as used section 38 

property. 

Assuming, arguendo, there is an ambiguity in the 

statute, then since a credit is involved, and since a credit 

is in the nature of an exemption, the statute should be 

strictly construed in favor of the Government. Under a 

strict construction of this statute, petitioners 1 property 

would not qualify as used section 38 property. 

(5) 
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• ARGUMENT 

I 

Petitioners are not entitled to treat this property 

as "used section 38 property" since they had previously used 

it; i.e., before acquisition. 
i 

In this case, petitioners are claiming a credit under 

section 38 of the Internal Revenue Code of 1954. In order 

for the petitioners to prevail, they must show that the pro

perty involved herein is property which qualified in 1963 as 

"used section 38 property" and met the requirements of sec

tion 48(c)(1), This section of the Code provides in part; 

»* * * property shall not be treated as 'used 
section 38 property* if, after its acquisition 
by the taxpayer, it is used by a person who used 
such property before such acquisition * * *". 
'(Emphasis added.) 

The petitioners reacquired the property in question 

on April 4, 1963 and used that property. Previously, peti

tioners had used the same property in the operation of Red

wood Lodge. On April 2, 196 2, they sold this property, but 

the purchasers failed to make the payments. It was upon the 

ensuing foreclosure that petitioners reacquired the property. 

Petitioners contend the statute should be construed 

to include the word "immediately" (Tr. 5). Thus, under their 

contention, property, which had previously been used by a 

(6) 



175 

person, would still qualify as "used section 38 property" if 

the second use did not "immediately follow the first use." 

Respondent contends that on this point the statute 

and the regulations are clear. The regulations provide, in 

part, that: 

"Property shall not qualify as used section 38 
property if after its acquisition by the tax
payer, it is used by (a) a person who used such 
property before such acquisition * * *." 

The Commissioner, by Regulation §1.48-3(a)(2)(iii), 

has provided for only one exception to the disqualification 

of property as section 38 property where it is used by the 

same person who used it prior to its acquisition. This ex

ception is only in the case where the prior use was a casual 

use. Expressio unis est exclusio alterius. 

In construing another revenue act, the United States 

Supreme Court, in the case of Hanover Bank v. Commissioner, 

369 U.S. 672, AFTR2d 1492 (1962), stated: 

"A firmly established principle of statutory 
interpretation is that 'the words of statutes -
including revenue acts - should be interpreted, 
where possible, in their ordinary every day 
senses.'" 

The respondent contends that the words of section 48(c)(1) 

are not being read in their every day senses if the adverb 

"immediately" is engrafted upon the statute. 

(7) 
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• ARGUMENT 

II 

Assuming, arguendo, that there is an ambiguity in 

the statute, then since a credit is involved and since a 

credit is in the nature of an exemption, the statute should 

be strictly construed in favor* of the Government. 

Petitioners contend (Tr. 5) that section 48(c)(1) 

should be construed to read, in part, as follows: 

"The property shall not be treated as 'used sec
tion 38 property' if, after its acquisition by 
the. taxpayer, it is used by a person who used 
such property immediately before such acquisition 
* * *." (Underscored portion added.) 

Petitioners' argument seems to be that the Act, 

which permits qualified taxpayers a credit against their 

tax, should be construed liberally by the Court in the tax

payers 1 favor. 

The usual rules of construction of a statute per

mitting a credit such as this are set forth in the case of 

Burroughs Adding Machine Company v. Terwilliger, 135 F.2d 

608, 160, 31 AFTR 32 (6th Cir. 1943). Therein the Court 

states as follows: 

" * * * The right to the credit claimed is a 
privilege granted by the Government, and hence 
the statute is to be strictly construed in favor 
of the Government. Swan & Finch Co. v. United 
States, 190 U.S. 143, 146, 23 S.Ct. 702, 47 L.Ed. 
984. Every deduction from gross income is allowed 
as a matter of legislative grace, White v. United 

( 8 )  
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States, 305 U.S. 281, 292, 59 S.Ct. 179, 83 L.Ed. 
172; Deputy, Admx. v. DuPont, 308 U.S. 488, 60 
S.Ct. 363, 84 L.Ed. 416, or as a specially per
mitted deduction. Helvering v. Northwest Steel 
Mills, 311 U.S. 46, 49, 61 S.Ct. 109, 85 L.Ed. 29. 
The taxpayer must therefore bring itself strictly 
within the statutory provisions, and here it has 
not done so. What it claims is a credit not only ' 
for taxes paid by a foreign corporation which it 
owns, but also for taxes paid to the Canadian 
government on behalf of the foreign corporation 
which is owned by appellant's foreign subsidiary. 
This situation is not covered by the statute, and 
no such provision as that contended for can 5e~ 
read into the statute, for tax exemptions do not 
arise by implication. United States Trust Co. v 
Helvering, 307 U.S. 57, 60, 49 S.Ct. 692, 83 L.Ed. 
1104." (Emphasis added.) 

Thus, this statute should be strictly construed and 

not liberalized by implication. 

Attention is called to a statement contained in the 

Report of the Ways and Means Committee, H..Rept. 1447, 87th 

Cong., 10 (1962), C.B. 1962-3, 721, regarding this bill, 

which is as follows: 

"* * * To prevent abuse, however, there.has been 
omitted from the term 'used property' available 
for the credit that which (after acquisition by 
the taxpayer) is used by a person who used the 
property before such acquisition (and also that 
which is so used by a person who is related to 
a person who used the property before its present 
acquisition)." (Emphasis added.) 

This same statement, without the first parenthetical clause, 

is contained in the Report of the Finance Committee, S. Rept. 

1881, 87th Cong., 15 (1962), C. B. 1962-3, 414. The omission 

of this parenthetical clause does not affect respondent's 

argument herein. 
(9) 
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This statement shows that Congress considered the 

"used property" problem specifically and was concerned about 

abuse of this credit provision in this area. If Congress 

intended the statute to be construed as petitioners contend/ 

it would have used "immediately" in the Act. 

This Act which permits a credit in favor of quali

fied taxpayers should be strictly construed. 

It is submitted that petitioners1 property does not 

qualify as "used section 38 property" and that they are not 

entitled to an investment credit for such property under 

section 38 of the Internal Revenue Code.of 1954. 

(10) 
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CONCLUSION 

It follows that the determination of the Commissioner 

of Internal Revenue should be sustained. 

(Signed) Lester R. Uretz 
JWH 

LESTER R. URETZ 
Chief Counsel 
Internal Revenue Service 

OF COUNSEL: 

MELVIN L. SEARS 
Regional Counsel 

RICHARD RINK 
Attorney 

Internal Revenue Service 
Suite 1014, 222 N. Central Avenue 
Phoenix, Arizona 85004 

(11) 
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TAX COURT OF THE UNITED STATES 

Don R. Thompson and Mildred Thompson, 
Petitioners 

v. 

Commissioner of Internal Revenue, 
Respondent 

Docket No. 879-66 

REPLY BRIEF FOR THE PETITIONERS' 

Petitioners' Objection to Respondent's Statement of Facts 

1 through 9, no objection. 

10. Petitioners, for reasons that will be set forth 

in the balance of this reply brief and are set forth in peti

tioners ' original brief, object to the proposed finding of 

ultimate fact that the property in question does not qualify 

as "used section 38 property." 

Argument 

Ambiguity of statute 

Respondent's basic position is that the language of 

the statute is clear and unambiguous when it provides that 

"Property shall not be treated as 'used section 38 property' 

if, after its acquisition by the taxpayer, it is used by a 

person who used such property before such acquisition . . ." 

Section 48(a)(1), IRC. 
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Petitioners contend that while the language may, 

upon superficial examination, appear unambiguous as applied 

to the instant situation, closer examination discloses a 

lack of clarity. On page 7 of his brief, respondent himself 

illustrates the ambiguity of the statutory language. He 

points out that, "The Commissioner . . . has provided for 
« 

only one exception to the disqualification of property as 

Section 38 property where it is used by the same person who 

used it prior to its acquisition." (Emphasis added.) 

If the statute actually said "the same person" in

stead of "a person," then it would be quite clear that peti

tioners 1 purchase of the property was not disqualified from 

investment credit benefits since it is undisputed in the 

record that after the petitioners acquired the property it 

was used by them and not by "the same person" who had been 

using the property before such acquisition (petitioners1 

proposed finding of fact #8; Stipulation 14). "The" person 

who was using this property prior to its acquisition by 

petitioners was Redwood Gay Nineties, a corporation in no 

way related to petitioners, and not the petitioners. 

While petitioners would like to hold respondent to 

the language used, and quoted above, on page 7 of his brief, 

since such language agrees with petitioners 1 contention as 

to the meaning of the statute, petitioners realize that re

spondent's inadvertent admission is not that conclusive. 

(2) 
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However, petitioner does feel that respondent's admission 

is rather strong evidence of the basic ambiguity of the 

statutory language involved. 

If it is borne in mind that a piece of property may 

have more than one user simultaneously, a fact of which the 

Congress was undoubtedly aware, then the language becomes 

clearer. The statute could haVe said, as respondent in his 

brief implies it did say (p. 7): 

Property shall not be treated as used section 
38 property if, after its acquisition by the 
taxpayer, it is used by the person who used 
such property before such acquisition . . . 

Why didn't it? 

The use of the property before the acquisition could 

be by several taxpayers. Use of "a person" (plural) would, 

therefore, have to be substituted for "the person" (singular) 

in order to cover that situation. 

The regulations interpreting the statute have the 

same force and effect as the statute itself, unless clearly 

inconsistent with the statute. The regulations contain, 

language clarifying the bare language of the statute. They 

provide 'if property is used by a person and is later sold by 

him under a sale and leaseback arrangement, such property in 

the hands of the purchaser/lessor is not used section 38 

property because the property, after its acquisition, is being 

used by the same person who used it before its acquisition. 

(3) 
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Similarly, where a lessee has been leasing property and 

subsequently purchases it (whether or not the lease contains 

an option to purchase), such property is not used section 38 

property with respect to the purchaser because the property 

is being used by the same person who used it before its 

acquisition." Reg. 1.48-3 (a) (2) (±_) . You will note that the 

word "the" is used in both of these examples, which deal 

with a situation where there is only one user of the property. 

The same regulation then goes on to state, "In addition, if 

property owned by a lessor is sold subject to the lease, or 

is sold upon the termination of the lease, the property will 

not qualify as used section 38 property with respect to the 

purchaser, if, after the purchase, the property is used by 

a person who used the property as a lessee before the pur

chase." In this example, the possibility exists of there 

being more than one user of the property, such as might be 

involved with computers where one lessor is simultaneously 

leasing to several lessees. 

Another part of the same sentence is ambiguous as to 

time, and ambiguous in exactly the same way as we are con

cerned with when we talk about "the person who used such pro

perty before such acquisition ..." The acquisition is not 

qualified for the investment credit if the property is used 

after its acquisition by the person who used the property be

fore its acquisition. When is this determination to be made? 

(4) 
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If a taxpayer is in the vehicle leasing business, and 

purchases a used truck which at one time was leased to, and 

used by, the X Company, and he proceeds to lease that used 

truck to te Y Company for a period of two years, will his 

leasing of the truck to the X Company in the third year have 

the retroactive effect of making his acquisition of the 

property one not eligible for t.he investment credit? While 

petitioners would submit that such a result conflicts 

strongly with our annual concept of tajc determination, and 

is at variance with the purpose of the legislation, the 

statutory language itself is silent on this point just as it 

is silent on the point with which we are concerned. 

The courts are "normally reluctant to adopt a con

struction of a taxing statute which would create difficult 

administrative problems." Polaroid Corp. v. Comm., 278 F.2d 

148, 5 AFTR 2d 1377, 1379. Since the investment credit is 

determined at a point in time (i.e., at the time of acqui

sition) , and is taken on a return for a particular year, it 

would seem that in a bona-fide transaction it would be logi

cal to infer that the identity of the person who is using 

the property immediately after the acquisition would be the 

pertinent question. To argue that the use of the property 

five years after the acquisition would disqualify the acqui

sition from investment credit benefits would seem inappropri

ate construction due to the difficulty of administering such 

(5) 
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a provision. Yet, since the original investment credit 

legislation (before amendment in 1964) provided that the 

tax basis of property qualifying for the investment credit 

had to be reduced by the amount of the investment credit 

(I.R.C. 48(g) as it existed prior to its 1964 repeal), not 

to have a cut-off point as to the disqualifying user after 

the acquisition of the property could keep open the question 

of whether the investment credit had been properly taken so 

long as the property was held. 

Thus, it is reasonable to assume that "immediately" 

.impliedly qualifies "after," so that it is the user of the 

property immediately after its acquisition by the taxpayer 

with whom the statute is concerned. But if "immediately" 

must be implied into "after," is it not logical to also 

imply it into "before?" 

The regulation [Reg. 1.48-3 (a) (2) (_i) ] makes it abun

dantly clear by its choice of language that it was not the 

intention of Congress to proscribe all prior uses of property 

back to its creation. For example, the situation where the 

regulation discusses the sale of property owned by a lessor, 

and sold subject to the lease, says that the property will 

not qualify as used section 38 property "if, after the 

purchase, the property is used by a person who used the 

property as a lessee before the purchase." If all prior users 

of' property disqualified the property from the investment 

(6) 



189 
credit, then the presence of the phrase "as a lessee" is 

redundant. Instead, the regulation seems to be illustrating 

the fact that the lessees of this property were the persons 

using the property immediately prior to its acquisition by 

the new owner, who takes the property subject to the lease, 

and it is their use of the property after its acquisition 

which would disqualify it. 
» 

Petitioners agree with the respondent that words in 

a statute should be interpreted, where possible, in their 

ordinary, everyday senses. However, petitioners would also 

suggest that the Supreme Court has made it abundantly clear, 

in United States v. American Trucking Associations, Inc., 

310 U.S. 534 (at 543-44) , that, "When aid to construction of 

the meaning of words, as used in the statute, is available, 

there certainly can be no 'rule of law' which forbids its 

use, however clear the words may appear on 'superficial 

examination 1." The clarity of the sentence with which we 

are concerned is certainly superficial, and its ambiguity 

becomes evident as attempts are made to apply it. 

What did Congress intend? 

Assuming, arguendo, that the language is not am

biguous, however, petitioners would still contend that, as 

pointed out in Merten's Law of Federal Income Taxation, 

Volume 1, Chapter 3, p. 62 (para. 3.26), . . when the 

'plain meaning' produces not an absurd result but merely an 

unreasonable one plainly at variance with the policy of the 

(7) 
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legislation as a whole, the courts have followed, the Congres

sional purpose rather than the literal words." 

On page 8 of his brief, respondent appears to miscon

strue petitioners1 contention as to the construction of the 

statute. Respondent feels that petitioners are arguing that 

the act should be construed liberally by the court in the 

petitioners' favor. Actually,.petitioners' argument is not 

one for a liberal or for a strict construction, but is merely 

for a construction that is consistent with the over-all pat

tern of the legislation involved. 

Respondent rests his argument for strict construction 

on Burroughs Adding Machine Company v. Terwilliger, 135 F.2d 

608, 610, 31 AFTR 32 (CA 6 - 1943). This case involved a 

statutory provision which allowed a domestic corporation to 

take as a credit against its U.S. tax, the foreign taxes paid 

by a subsidiary corporation. The language of the statute pro

vided that it applied only to "a domestic corporation which 

owns a majority of the voting stock of a foreign corporation 

from which it receives dividends . . ." The U.S. corporation 

owned all of the stock of a Canadian corporation, which in 

turn owned all of the stock of another Canadian corporation. 

Burroughs claimed that it was entitled to take a credit for 

the foreign taxes paid by the subsidiary of the Canadian sub

sidiary. The court pointed out that the situation was not 

covered by the statute, and as proof of the fact that the 

(8) 



191 

situation was not covered by the statute resorted to the 

history of the statute itself, saying, "Congress neither 

extended the provision to include such entities, nor did 

it intend to do so . . . The history of the enactments sub

sequent to the taxable year involved (19 31) confirms us in 

our conclusion that no such broad construction was intended, 

for Section 131(f) retained the form quoted above until 

1942, when it was amended to include the very provision 

lacking in the statute in 1928 and asked to be inserted 

here by judicial construction . . . The legislative reports 

which preceded this amendment show clearly that Congress 

regarded it as a distinct change in the law . . . The ad

judicated cases which construe the section hold that the 

provisions of Section 131(f) will not be extended to cover 

the subsidiary of a foreign subsidiary." 

About all that can be said as to Burroughs is that 

the court, faced with a statute which had been interpreted 

in a number of adjudicated cases and which had further been 

interpreted by the Congress itself through a specific legis

lative enactment, looked into the Congressional history of 

the statute and found that there was no support for the in

terpretation contended for by the taxpayers involved. 

Our situation is completely different from that 

involved in Burroughs Adding Machine Company, op. cit. We 

are dealing here with a credit against tax which was added 

(9) 
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to the statute in order to stimulate economic growth (peti

tioners' brief, page 4). The purchase of used property from 

an unrelated taxpayer, with a useful life of seven years, 

clearly qualifies for the credit provided by the statute, 

unless that transaction is specifically disqualified by the 

language of Section 48_(c) (1) / I.R.C. In Burroughs, the tax

payer was never entitled to a credit in the first place. 

Denial of a credit to which a taxpayer is otherwise 

entitled is, in a very real sense, a penalty, just as would 

be denying a taxpayer a right to report gain on the install

ment basis because of his failure to file a bond (F. Harold 

Johnston, 33 BTA 551, 553) or because of his failure to elect 

the installment basis on a timely filed return. In an in

stallment election case, the Fifth Circuit Court of Appeals 

recently pointed out that "The law does not lightly impose 

penalties and courts look with disfavor on forfeitures." 

Marion C'de Baca v. Comm., 326 F2d 189, 13 AFTR 2d 340, 342 

(CA 5 - 1964) . 

As respondent correctly points out on page 9 of his 

brief, the purpose of the language with which we are con

cerned was "to prevent abuse ..." Thus, the sentence to 

which we are addressing ourselves is, in a sense, a penalty 

provision designed to deprive taxpayers who engage in a pro

hibited course of conduct from the investment credit benefits. 

While petitioners do not contend that this is, in a formal 

(10) 
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sense, a penalty situation, the general rule applicable to 

penalties should certainly be borne in mind in attempting 

to decipher the meaning of the statute. As has been pointed 

out, "It is well settled that in the application of penal

ties, all questions in doubt must be resolved in favor of 

those from whom the penalty is sought." Hatfried, Inc. v. 

Commissioner, 162 F2d 628, 633; 35 AFTR 1496 (CA 3 - 1947). 

It has also been pointed out that it is "a policy of first 

order that taxpayers under this 'government of laws and not 

of men' be entitled to expect that whenever the Congress in

tends to exact a penalty for a particular omission, this 

will be done by unequivocal language embodied in a statute 

. . ." Fred N. Acker v. Commissioner, 258 F2d 568, 2 AFTR 

2d 5658, 5660 (CA 6 - 1958). 

Respondent does not elaborate on his statement that 

the subject sentence was enacted "to prevent abuse ..." 

Yet it seems that this is the question with which we are 

really concerned as we examine the Congressional history of 

this statute. Was this transaction one in which the tax

payer would be abusing the purpose of the investment credit 

statute? Is this transaction, therefore, one which should 

be barred from the benefits of the investment credit? On 

this, respondent's silence on brief is eloquent. Perhaps 

the reason for this silence is that there is no abuse of 

the investment credit provisions which would be perpetrated 

(11) 
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by allowing petitioners to take an investment credit on this 

transaction. In fact, other than hanging his hat on the 

argument (already discussed) that the statute is clear and 

unambiguous when applied to this situation, respondent, at 

trial, appeared to agree with petitioners that inasmuch as 

petitioners are "a purchaser in this acquisition, that he 

should have available to him the investment credit that he 

would have as a purchaser, and that it was not the intent of 

Congress to deny him the investment credit in such a circum

stance as this." (Transcript 7:19-23.) 

In Madison Newspapers, Inc., 47 TC No. 62, the Tax 

Court had to interpret the meaning of Congress in using the 

phrase "property acquired after December 31, 1961" in the 

investment credit provisions. Madison had purchased three 

presses, which were delivered before December 31,.1961, but 

installed after that date. Respondent argued that the 

presses were acquired when they were delivered, but the 

Court found that they were acquired when installed. The 

Court indicated in no way that it felt that the investment 

credit provisions, as respondent would have it in page 5 of 

his brief in the instant matter, "should be strictly con

strued in favor of the government." The Court simply at

tempted to determine what the statute and regulations meant 

when viewed in the context of the over-all pattern of the 

investment credit and its Congressional history, and then 

found that Madison was entitled to the credit. 

(12) 
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As pointed out in Merten' s' Law of Federal Income 

Taxation, Volume 1, para. 3.13, p. 23, "The purpose of 

construction is to harmonize the law and save ambiguous 

statutes from ineffectiveness. The legislative intent is 

to be drawn from the whole statute, so that a consistent 

interpretation may be reached and no part shall perish or be 

allowed to defeat another. No provision of a statute stands 

alone, but each must be read with the others bearing upon 

it. A construction of a revenue statute conforming to the 

purpose of the statute and to the purpose of the Con

gressional enactment as an organic whole is preferred over 

a construction thwarting and distorting that purpose." 

(Citations omitted.) 

The interpretation contended for by respondent ap

pears to clearly frustrate the purpose of the legislation. 

If the seller of property must repay the investment credit 

he previously took when he sells that property, but cannot 

obtain an investment credit if he must repurchase the proper

ty he sold, this is bound to act as a burden on legitimate 

business activity. It certainly cannot be construed as the 

intent of Congress that taxpayers should be permanently de

prived of any investment credit at all simply because a bona 

fide sale of property is succeeded by a bona fide repos

session of the property sold. Yet this is exactly what re

spondent would have the Court believe that Congress intended 

to inflict upon the small businessman of the United States. 

(13) 
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Example: 

In 1963, Taxpayer X purchases new equipment to 
use in his business at a cost of $70,0.00, and with 
a useful life of 8 years. On his 1963 income tax 
return, he takes an investment credit of $4,900. 
In 1966, he sells this equipment to Y for $50,000. 
On his 1966 return, X must report as an addition 
to his tax the $4,900 of investment credit which 
he. took in 1963 (I.R.C. 47). 

However, when X sold the equipment to Y, he took 
back a chattel mortgage to secure the unpaid balance 
of the selling price. In 1968, X forecloses on his 
chattel mortgage and reacquires the equipment. The 
balance on the mortgage at that time is $25,000, 
which is also the value of the equipment. X will be 
considered as having purchased the equipment at a 
cost to him of $25,000. If the equipment at that 
time has a useful life of four years, X would be en
titled to an investment credit of one-third of 7 per
cent of $25,000, or $583, other than for respondent's 
interpretation of law. 

X certainly is entitled to some investment credit 
sometime, in all fairness and logic. He has engaged 
in exactly those kinds of transactions which the in
vestment credit was designed to stimulate. He has 
not, in any manner, abused the investment credit. 
While the law provides no mechanism to restore to 
him the $4,900 investment credit which he had to pay 
back in 1966, certainly he should not be also penal
ized by being deprived of the $583 of investment 
credit in 1968 unless it is quite clear that Congress 
intended such deprivation. 

The Congressional Committee Report, and the Regula

tions, illustrate the types of situations which were in the 

minds of Congress when this piece of legislation was enacted 

These are situations where the title to the property changes 

but the property continues to be used by the same person(s). 

Allowing an investment credit under such circumstances would 

be an abuse of the investment credit provision, since the 

(14) 
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economy is not aided at all by such a transaction. The 

economy Is aided by having the assets of a dormant business 

purchased, and the business revitalized and employment given 

to persons otherwise unemployed, and this is exactly what 

happened in the instant situation. 

Wherefore, petitioners respectfully pray that this 

Court may determine and sustain their appeal. 

' S/ William L. Raby 
Counsel for Petitioners 

William L. Raby 
Suite 1000 
177 North Church Avenue 
Tucson, Arizona 85701 

Dated April 26, 1967 
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TAX COURT OF THE UNITED STATES 

DON R. THOMPSON and 
MILDRED THOMPSON, 

Petitioners, 

v. 

COMMISSIONER OF INTERNAL 
REVENUE, 

Respondent. 

Docket No. 879-66 

REPLY BRIEF FOR RESPONDENT 

PRELIMINARY STATEMENT 

This brief is in reply to petitioners' brief filed 

with the Tax Court on March 22, 1967. The Court has desig

nated May 1, 1967 as the due date of the respondent's brief 

in reply. 

(1) 
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RESPONDENT'S OBJECTION TO PETITIONERS' 
STATEMENT OF THE FACTS 

The respondent objects to petitioners' Statement of 

the Facts as follows: 

1 through 7. No objection 
* 

8. Respondent objects to this finding on the ground 

that it is incomplete and misleading. It is true that im

mediately prior to acquisition on April 4, 1963, petitioners 

were, not then using the property; however, as set forth in 

respondent's requested finding number 8, the petitioners had 

owned and used the property in question prior to its acquisi

tion on April 4, 1963. 

(2) 
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• REPLY TO PETITIONERS r ARGUMENT 

Petitioners' argument can be broken down into three 

parts. They are as follows: 

1. The statute involved is "clearly ambiguous". 

2. "Failure to allow to the petitioners an invest

ment credit under these circumstances appears to create a 

tax windfall potential to the Government far beyond the con

templation of Congress." 

3. The general rule of statutory construction is 

that "in cases of ambiguity, doubts should be resolved in 

favor of the taxpayer." 

In this brief, respondent will answer each of these 

arguments in the order stated. 

(3) 
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I 

the' statute' involved "clearly ambiguous" insofar 

as it pertains' to the' facts in; the instant case? 

Petitioners' argument here seems to be that the 

opening portion of the statute, in question of necessity is 

ambiguous without the word "immediately" added; therefore, 

the word "immediately" should not only, be added there but 

in a later portion of the statute. Apparently the rule 

that petitioner is relying on is that: 

A statute ambiguous in one clause will be deemed 
ambiguous in other clauses and wording necessary to 
clarify an ambiguity in one clause of the statute 
will be added to other ambiguous clauses of that 
statute. 

Respondent knows of no such rule. 

Respondent submits that since that portion of the 

statute which disqualifies petitioners 1 property as "used 

section 38 property" is clear and unambiguous, respondent's 

position should be affirmed without the necessity of resort-

ing to a statutory construction problem when none exists. 

(4) 
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I 

Does the' "failure to allow to the petitioners an 

investment credit under these circumstances * * * create a 

tax windfall potential to the Government far beyond the 

contemplation of Congress"? 

The facts show that petitioners sold certain bar and 

restaurant equipment as part of a business. The facts also 

show that the purchasers were unable to make the contract 

payments on the bar and restaurant equipment and the same 

was repossessed by the petitioners. 

Prior to the petitioners ' reacquisition of this 

property, Congress was considering the request of the Presi

dent to enact an 8% tax credit. The Report of the Committee 

on Ways and Means states: 

"* * * it will stimulate investment in capacity 
expansion and modernization, contribute to growth 
of our productivity and output, and increase the 
competitiveness of American exports in world 
markets. 

The Report goes on to state: 

"The investment credit will stimulate investment 
because as a direct effect against the tax other
wise payable - it will reduce the cost of acquiring 
depreciable assets. This reduced cost will stimu
late additional investment since it increases the 
funds available for investment. Generally, for 
each $100 of investment business, because of the 
tax credit, will have $8 more than otherwise would 

r: H. Rept.. 1881, 87th Cong. 7 (1962), C.B. 1962-3, 411. 

(5) 
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be the case for additional investment. Moreover, 
since the credit applies only to newly; acquired 
assets, the incentive effect is concentrated on 
new investment and no revenue is lost in raising 
the profitability of assets already held by busi
ness firms. * * *" 

In our particular fact situation, it would appear 

that the petitioners had several choices, first, they could 

have abandoned the assets, second, they could have resold 

the assets, or third, they could have gone back into the 

bar and restaurant business. Since petitioners' choice was 

not to abandon the assets, they were in the position of 

either reselling the bar and restaurant or going back into 

the business. Regardless of the choice they had, it was 

the failure of the original purchaser to pay for these pro

perties that caused them to reacquire the property. The 

investment credit provisions did not stimulate investment 

in this case. The stimulation came from the failure of the 

original purchaser. The business assets in question were 

already in existence. Therefore, the investment credit 

provisions of the law did not stimulate petitioners to 

acquire a new business which in turn created new jobs. 

Based upon these facts, respondent submits that if 

the petitioners are allowed "an investment credit under 

these circumstances" they will receive "a tax windfall * * * 

far beyond the contemplation of Congress." 

(6) 
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III 

I s' the' rule of s t atut ory cons trac t ion to' be app lied 

in this case that "in cases' of ambiguity',' doubts' should be 

resolved in favor of the taxpayer"? 

Respondent submits that the proper rule of con

struction in a case such as this, if an ambiguity actually 

exists, is set forth in the case of Burroughs Adding Machine 

Co. v. Terwilliger, 135 F.2d 608, 610, 31 AFTR 32 (6th Cir, 

1943); i.e. "The right to the credit claimed is a privilege 

granted by the Government, and hence the statute is to be 

strictly construed in favor of the Government." 

Petitioner relies in part upon §3.05 of Mertens Law 

of Federal Income Taxation (Petitioners' Brief, p. 8). The 

rule set forth therein is one of liberal construction of 

taxing statutes in general. However, at §3.07, Mertens indi

cates that a rule of strict construction is to be applied 

when deductions, exemptions and exclusion from tax are in

volved. This section, with the new material added in the 

cumulative supplement (which is underlined herein), reads in 

part as follows: 

"The rule that doubts will be resolved in favor 
of the taxpayer obtains more often in connection 
with provisions other than those dealing with 
deductions, exemptions and exclusions from tax. 
Provisions granting special tax exemptions are 
to be strictly construed. On the theory that 

(7) 
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the taxing power is essential to the existence 
of the Government and that exempting provisions 
are matters of grace and favor, there is an im
plied presumption favoring taxation rather than 
exemption. With respect to' religious, charitable,, 
scientific and educational organizations, however, 
'it has been held that by reason of the benefits 
derived by the public from their operations the 
exempting provisions of the Code are to be liber- • 
ally construed in favor of exemption. 'Those who 
seek an exemption from a tax must rest it on more 
than a doubt or ambiguity. . .Exemptions from 
taxation cannot rest upon mere implications.' 
* * *" 

Petitioner also relies in part upon two Supreme 

Court cases which involve contributions to charities. The 

Court therein is applying the rule recognized by Mertens 

and the underlined material, supra. In determining the 

proper rules of construction to be applied in construing 

this "credit statute" respondent asks the Court to keep in 

mind that the petitioner is not a donor to charity but a 

repossessor of bar and restaurant equipment seeking a tax 

credit based upon an alleged ambiguity. Mertens, supra, 

indicates different rules of construction are used in these 

different fact situations. 

Respondent submits that the rule of construction to 

be applied in this case, if it is held an ambiguity exists, 

is as set forth in respondent's opening brief. 

(8) 
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' CONCLUSION 

It follows that the determination of the Commissioner 

of Internal Revenue should be sustained. 

' (Signed) Lester R. Uretz 
JWH 

LESTER R. URETZ 
Chief Counsel 
Internal Revenue Service 

OF COUNSEL: 

MELVIN L. SEARS 
Regional Counsel 

RICHARD RINK 
Attorney 

Internal Revenue Service 
Suite 1014, 222 N. Central Avenue 
Phoenix, Arizona 85004 
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.003 973 9670 9.960 260 3296 .100 398 9022 58 

.003 612 6973 9.963 073 0269 .100 362 5796 59 

.003 204 2703 .9.967 157 2972 .100 329 5092 60-
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20% RATE 
PRESENT WORTH PRESENT WORTH PARTIAL PAYMENT P 

OF 1 OF 1 PER PERIOD Annuity *j:orth today. E 
R 

What $! due in the IVhat $/ payable Period, c payment I 
future ii 'uorlh periodically is necesiary to pay off a O 

today. worth toda' t  loan of $t. D 
S 

.833 333 3333 .833 333 3333 1.200 000 0000 1 
• 691 444 4444 1.527 777 7773 .654 545 4545 2 
.578 703 7037 2.106 481 1315 .474 725 2747 3 
.482 253 0364 2.588 734 5679 .386 239 1207 4 
.101 877 5729 . 2.990 612 1399 .334 379 7033 S 

.33t 897 9767 3.325 510 1166 .300 705 7459 6 

.879 031 6472 3.604 591 7633 .277 423 9263 7 

.232 563 0394 3.837 159 8032 .260 609 4224 8 

.193 80S 6995 4.030 966 5027 . .243 079 4617 9 

.161 505 5829 4.192 472 0856 .238 522 7569 10 

.131 507 9S57 4.327 060 0713 .231 103 7942 11 

.112 156 6548 4.439 216 7261 .225 264 9649 12 

.093 463 8790 4.532 620 6051 .220 620 0011 13 

.077 886 5653 4.610 567 1709 .216 893 0552 14 

.064 905 4715. 4.675 472 6424 .213 832 1198 15 

.054 097 8929 4.729 560 5353 .211 436 1350 16 

.045 073 2441 4.774 633 7794 .209 440 1469 17 

.037 561 0368 ' 4.812 194 8162 .207 805 3857 18 

.031 300 8640 4.843 495 6802 .206 462 4532 IS 

.026 034 0533 4.869 579 7335 .205 356 5307 20 

.021 736 7111 4.891 316 4446 .204 443 9383 21 

.018 113 9259 4.909 430 3705 .203 639 6187 22 

.015 094 9333 4.924 525 3037 .203 065 2575 23 

.012 579 1152 4.937 104 4239 .202 547 8730 24 

.010 482 5960 4.947 58? 0199 .202 118 7290 25 

.008 735 4967 4.956 322 5166 .201 762 4956 26 

.007 279 5805 4.963 602 0972 .201 466 5923 27 

.006 056 3171 4.969 663 4143 .201 220 6684 2S 

.005 055 2643 4.974 723 6786 .201 016 1900 29 

.004 212 7202 4.978 936 3933 .200 846 1035 30 

.003 510 6002 4.9e2 446 9990 .200 704 5936 31 

.002 925 5002 4.985 372 4992 .200 586 8168 32 

.002 437 9168 4.987 810 4160 .200 483 7750 33 

.002 031 5973 4.989 842 0133 .200 407 1466 34 

.001 692 9978 4.991 535 0111 .200 339 1738 35 

.001 410 8315 4.992 945 8426 .200 282 5649 36 

.001 175 £929 4.994 121 5355 .200 235 4154 37 
,000 PI9 7441 4.995 101 2796 .200 196 1410 33 
.000 816 4534 4.995 917 7330 .200 163 4241 39 
.000 630 3778 4.996 593 1103 .200 136 1682 40 

.000 566 9815 4.997 165 0923 .200 113 4606 41 

.000 472 4346 4.997 637 5770 .200 094 5416 42 

.000 393 7372 4.998 031 3141 .200 078 7735 43 

.000 323 1143 4.993 359 4234 .200 065 6444 44 

.000 273 4236 4.993 632 8570 .200 054 7007 45 

.000 227 8572 4.993 860 7142 .200 045 5818 4S 

.000 139 8310 4.999 050 5952 .200 037 9834 47 

.000 158 2341 4.999 203 3293 .200 031 6518 43 

.000 131 8618 4.999 340 6?11 .200 026 3753 49 

.000 109 8343 4.999 450 5759 .200 021 9794 50 

.000 091 5707 4.999 542 1466 .200 018 3158 51 

.000 076 ,3039 4.999 618 4555 .200 015 2629 52 

.000 063 5903 4.999 632 0it62 .200 012 7190 53 
• .000 052 9923 4.999 735 0335 .200 010 5990 51 

.000 044 1602 4.999 779 1983 .200 003 8324 55 

.000 036 8002 4.999 615 9990 ,200 007 3603 56 

.000 030 6663 4.999 846 6658 .200 006 1336 57 

.000 025 5557 4.999 372 2215 .200 005 1113 S3 

.000 021 2964 4.999 893 5179 .200 004 2594 59 

.000 017 7470 4.999 911 26t,9 .200 003 5495 60 
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annually 
nominal annual rite h 

25% 

If compounded 
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nominal annual rate ii 

50% 

QUARTERLY 
U compounded 

quarterly 
nominal annual rale (• 

100% 
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If compounded 

monthly 
nominal annual rale ft 

300% 

AMOUNT 'OF I 
H-lcnu.11 'Idft ut 

•compound interest 

•will crow. 

AMOUNT OF 
I PER PERIOD 
Ho Ki f>l ilcpanted 
periodically will 

L'rvw. 

SINKING 'FUND; 
Periodic deposit 

that will grow to $1 
nt future dale. 

i 
iui ' 

{HI 1 
;mi < 

.25 

.50 
1.00 
3.00 

1 1 .250 000 0000 1 .000 000 0000 1.000 000 0000 
2 1 .562 500 0000 2 .250 000 0000 .444 444 4444 
3 1 .953 125 0000 3 .012 soo 0000 .262 295 0820 
4 2 .441 406 2500 5 .765 625 OCOO ' .173 441 7344 
5 3 .051 757 8125 8 .207 031 2500 .121 846 7396 

G 3 .814 697 2656 11 .258 789 0625 .088 819 4987 
7 ' 4 .768 371 5820 15 .073 486 3281 .066 341 6530 
8 5 .960 464 4775 19 .841 857 9102 .050 398 5063 
9 7 .450 580 5969 25 .002 322 3877 .038 756 2013 

10 9 .313 225 74 62 33 .252 902 9546 .030 072 5624 

11 11 .641 532 1827 42 .566 128 7308 .023 492 8576 
12 14 .551 915 2204 54 .207 660 9135 .010 447 5770 
13 18 .189 894 0355 ' 68 .759 576 1418 .014 543 4288 
14 22 .737 367 5443 86 .949 470 1773 .011 500 9326 
15 28 .421 709 4304 ' 109 .606 037 7216 .009 116 8(42 

16 35 .527 136 7880 138 .108 547 1520 .007 240 6815 
17 44 .408 920 9850 173 .635 603 9400 .005 759 1848 
18 55 .511 151 2313 218 .044 604 9250 .004 536 2176 
19 69 .388 939 0391 27 3 .555 756 1563 .003 655 5619 
20 86 .736 173 7908 342 .944 695 1954 .002 915 9221 

21 108 .420 217 2486 429 .680 868 9942 .002 327 3086 
22 135 .525 271 5607 538 .101 006 2428 .001 058 3869 
23 169 .406 589 4509 673 626 357 8034 .001 484 5025 
24 211 .758 236 8136 843 032 947 2543 .001 186 1933 
25 264 .697 796 0170 1054 .791 104 0679 .000 948 0549 

26 330 .872 245 0212 1319 400 900 0848 .000 757 8692 
27 413 .590 306 2765 1650 361 225 1061 .000 605 9280 
28 516 .987 882 8456 2063 951 531 3826 .000 404 5075 
29 646 .234 853 5571 2500 939 414 2282 .000 307 4558 

f 3 °  807 .793 566 9463 3227 174 267 7853 .000 309 8686 

31 1009 .741 958 6829 4034 967 834 7316 .000 247 8335 
32 1262 .177 448 3536 5044 709 793 4145 .000 198 2275 
33 1577 .721 810 4420 6306 087 241 7681 .000 158 5568 
34 1972 .152 263 0525 7804 609 052 2101 .000 126 8294 
35 2465 .190 328 8157 9056 761 315 2626 .000 101 4532 

36 • 3081 487 911 0196 12321 951 644 0783 .000 081 1560 
37 3851 859 888 7745 154 03 439 555 0979 .000 064 9206 
38 4814 .824 860 9681 19255 299 443 8724 .000 051 9338 
39 6018 531 076 2101 24070 124 304 840<t .000 041 5453 
40 7523 163 845 2626 30088 655 381 0506 .000 033 2351 

41 9403 954 806 5783 37611 819 226 3132 .000 026 5074 
42 11754 943 503 2229 47015 774 032 8915 .000 021 2695 
43 14693 679 385 2786 58770 717 541 1144 .000 017 0153 
44 18367 099 231 5902 73464 396 926 3930 .000 013 6120 
45 22958 874 039 4978 91831 496 157 9912 .000 010 8895 

46 28698 592 549 3723 114790 370 197 4890 .000 008 7115 
47 35873 240 686 7153 143488 962 74 6 8613 .000 006 9692 
48 44841 550 858 3941 179362 203 433 5766 .000 005 5753 
49 S6051 938.572 9927 224203 754 291 9707 .000 004 •1602 
50 70064 923 216 2409 200255 692 864 9634 .000 003 5681 

51 87581 154 020 3011 350320 616 081 2043 .000 002 8545 
52 109476. 442 525 3763 437901 770 101 5053 .000 002 2836 
53 136845. 553 156 7204 547378 212 626 8817 .000 001 8269 
54 171056. 941 445 9005 684223 765 783 6021 .000 001 4615 
55 213821 176 807 3757 855280 707 229 5026 .000 001 1692 

56 267276. 471 009 21 96 1069101 • GQ4 036 0783 .000 000 9354 
57 334095. 588 761 5245 1336370 355 046 0978 .000 000 7483 
58 417619. 485 951 9056 1670473 943 807 6223 .000 000 5986 
59 522024. 357 439 8820 2080093 429 759 5278 .000 000 4789 
CO 652530 446 799 8525 2610117 787 199 4090 .000 000 3831 

J=(l+i)« (!+«')"—1 
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PRESF.NT WORTH 'PRESENT WORTH 'PARTIAL 'PAYMENT P 
•OF 1 OF 1 PER PERIOD Annnity tvurlh 'fit loitay. E 

K 
1 II'hat ft <><" ill the If/ml fl payable 1'rri'ntir payment 

E 
K 
1 

fill ii re is u r,rth ' / erioiticutty it necestaiy I'l pay off a O 
Imlny. « il'O rll loJiiy, loan of $1.- D 

S 

.800 000 0000' .800 000 0000 1.250 000 0000 1 

.6X0 000 0000 1 .440 000 0000 .694 444 4444 2 

.512 000 0000 1 .952 000 0000 .512 2*5 0320 3 

.40* 600 0000 2 .361 600 ocoo .423 441 7344 4 
• 327 600 0000 2 .68* 230 0000 .371 840 73*6 5 

.262 144 0000 2 .951 H24 0000 .338 819 4937 6 

.209 715 2000 3 .161 139 2000 .316 341 6530 7 

.167 772 1600 3 .328 911 3600 .300 398 5063 8 

.134 217 7280 3 .463 129 0830 .233 756 2013 9 

.107 374 1824 3 .570 503 2704 .280 072 5624 10 

.085 0 *9 3459 3 .656 402 6163 .273 4*2 8576 ' 11 

.068 71'* 4767 3 .725 122 0931 .268 44 7 5770 12 

.0S4 9 75 5814 3 .780 097 6744 .264 543 4238 13 

.043 *80 4 651 3 .824 078 13*6 .261 500 *326 14 

.035 184 3721 3 .85* 262 5116 .259 116 8642 15 

.028 147 4*77 3 .887 410 0093 .257 240 6815 16 

.022 517 yyai 3 .*09 *23 0075 .255 75* 1C43 17 

.018 014 3985 3 .927 942 4060 .254 586 2176 18 

.01U Mil 5183 3 .942 353 *248 .253 655 561* 19 
.011 52* 2150 3 .953 883 1398 .252 915 *221 20 

.00 * 223 3720 3 .963 106 5119 .252 327 3086 21 

.007 378 6*76 3 .970 485 20*5 .251 858 3369 22 

.005 902 9581 3 .*76 388 1676 .251 404 5025 23 

.oou 722 3665 3 .981 110 5341 .251 186 1933 2-1 

.003 7 77 8*32 3 .984 888 4273 .250 948 054* 25 

.003 022 3145 3 .937 910 7418 .250 757 3692 26 

.002 417 3516 3 .9*0 328 5934 .250 COS *230 27 

.001 a 3n 2313 3 .9*2 262 8748 .250 484 5075 23 

.001 547 4250 3 .993 810 29*8 .250 337 4553 29 

.001 237 *400 3 .995 048 2398 .250 309 8686 30 

.000 ygo 3520 3 .996 038 5919 .250 247 8335 31 

.000 7*2 2316 3 .9 96 830 8735 .250 193 2275 32 

.000 633 8253 3 .9*7 464 6983 .250 158 5563 33 

.000 507 0602 3 .997 971 7590 .250 126 82*4 34 

.000 '>05 6482 3 *93 377 4072 .250 101 4532 35 

.000 324 5186 •3 998 701 9258 .250 081 1560 30 

.000 259 6148 3 9*3 961 5406 .250 064 *206 37 

.000 207 6*19 3 99* 169 2325 .250 051 9338 3S 

.000 166 1535 3 99* 335 3860 .250 041 5453 39 

.000 132 *228 3 9*9 4 68 3038 .250 033 2351 40 

.000 106 3332 3 939 574 6470 .250 026 5874 41 

.000 085 0706 . 3 .999 659 7176 .250 021 2695 42 

.000 060 0565 3 999 727 7741 .250 017 0153 43 

.000 054 4452 3 999 782 2193 .250 013 6120 44 

.000 043 5561 3 999 825 7754 .250 010 8895 45 

.000 034 844y 3 9*9 860 6203 .250 008 7115 4G 

.000 027 875* 3 999 888 49G3 .250 006 9692 47 

.000 022 3007 3 999 910 7970 .250 005 5753 43 

.000 017 8406 3 9*9 928 6376 .250 004 4602 49 

.000 014 2725 3 999 942 9101 .250 003 5681 50 

.000 Oil 4180 3 999 954 3281 .250 002 8545 51 

.000 00* 1344 3 999 963 4625 .250 002 2036 52 

.000 007 3075 3 999 970 7700 .250 001 8269 53 

.000 005 1SU6O 3 999 976 6160 .250 001 4615 5-1 

.000 004 6768 3 999 981 2923 .250 001 1692 55 

.000 003 7414 3 999 985 0342 .250 000 9354 5G 

.000 002 *932 3 999 983 0274 .250 000 7483 57 

.000 002 394 5 3 999 *90 4219 .250 000 5986 58 

.000 001 9156 * 3 999 992 3375 .250 000 4789 59 

.000 001 5325 3 999 993 0700 .250 000 3831 60 
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APPENDIX C 

LETTER FROM STANLEY S. SURREY, 
ASST. SECRETARY FOR TAX POLICY 

(Letter addressed to Richard C. Lytle, Administrative 
Director, Accounting Principles Board, New York, Nov. 7, 
1967.) 

# 

We submit the following comments in response to 
your soliciation of views on the Exposure Draft of 
the proposed APB Opinion on accounting for income 
taxes. 

The Treasury Department has a substantial in
terest in the mariner in which American business con
cerns report their Federal income tax liabilities. 
While the statutory corporate income tax rate is 48 
percent, it is clear that the effective corporate 
tax rate on American business as a whole is con
siderably less than this. The reduction results 
from conscious decisions on the part of the Congress 
to achieve this lower effective tax rate on American 
business in general and on special industries in 
particular. The accounting approach suggested in 
the proposed APB Opinion would, however, in the 
aggregate, substantially overstate the tax liability 
of American business and present an inaccurate 
picture of our tax system. Since the tax liability 
would be substantially overstated in the aggregate, 
it would obviously also be overstated individually 
for the vast majority of United States corporations. 

Congress has achieved this lower effective tax 
rate by a variety of means—artificial deductions 
structured to achieve a rate reduction (e.g., 
Western Hemisphere trade coporations[sic]), expensing 
of capital costs (e.g., intangible drilling expenses 
and certain research and development costs), fast 
tax write-offs (e.g., amortization of emergency 
facilities), expensing in excess of cost (e.g., de
pletion), creation of cost (e.g., depletion), 
creation of excessive reserves (e.g., financial in
stitutions), capital gains rates (e.g., timber and 
livestock), special deferrals (e.g., shipping com
panies and- life insurance companies)-, and credits 
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(e.g., investment credit). The financial accounting 
treatment for each of these items of tax reduction 
are all facets of a single problem. Moreover, it 
appears that the treatment of these items does not 
readily fall within the framework of traditional 
accounting concepts. The proposed Opinion recognizes 
this fact. Thus, paragraph 37 of the Exposure Draft 
enumerates some of these items as presenting account
ing problems still to be resolved. 

The effect of the various deductions in these 
areas still to be resolved, as well as the intention 
behind their presence in the tax system, is to reduce 
the effective tax rate on companies in the particu
lar industries involved (e.g., financial institu
tions, oil and gas exploration, stock life insurance 
companies, and certain United States steamship com
panies) . For example, in the case of savings insti
tutions, the tax reduction is achieved by what is 
recognized to be an urealistic deduction for addi
tions to reserves for bad debts. 

The financial accounting of these institutions 
does not recognize these additions as charges to in
come. (While it may be contended that it is always 
possible that loss experience could utilize the re
serve, this is so unlikely that prudent accounting 
does not take the possibility into account in re
flecting current income.) This provision, once de
void oif its technical characterization in the In
ternal Revenue Code, is seen to be simply a prefer
ential tax rate made applicable to these institutions 
through the device of a bad debt reserve. A substan
tially identical tax result could have been achieved 
by a reduction in tax rates applicable to these in
stitutions. Under this approach there would have 
been no doubt as to the accounting treatment of this 
reduction—it would have been recognized immediately. 

In many of the preference situations mentioned 
above, the particular means of achieving tax reduc
tion is less important than the fact that there is 
a reduction. Most deductions could be structured 
as credits and, in turn, most deductions and credits 
could equally well be rate reductions. The finan
cial accounting treatment of the tax reduction aris
ing from the investment credit is a part of this 
broad problem. In this regard, the investment credit 
is designed to give a lower effective tax rate to 
companies modernizing or expanding their machinery 
and equipment. 



When originally proposed, the investment credit 
was to be allowed only on the excess of current in
vestment over current depreciation charges on the 
theory that new investment equal to annual deprecia
tion was normal investment necessary simply to main
tain a company's status quo and would not represent 
a new level of investment effort. Under this form 
of the credit it would be difficult to say that the 
investment credit would be associated with any par
ticular asset. It would represent, rather, an e-
lective tax reduction to those corporations engaged 
in modernization or expansion. The fact that the 
provision as finally enacted provided for an invest
ment credit measured by a percentage of gross in
vestment should not be viewed as determinative of 
the nature and accounting treatment of the credit. 

The basic question to be resolved in the case 
of the investment credit, as well as in the case of 
the other preferences, is whether the financial ac
counting treatment of a tax reduction should depend 
on the mechanical method by which the reduction is 
measured or implemented in the statute. To see a 
solution to the accounting treatment by following 
the manner in which these reductions are character
ized within the Internal Revenue Code will surely 
lead to accounting inconsistencies because.of the 
variation in the legislative approaches used in 
achieving these reductions. For example, the tax 
benefits enjoyed by Western Hemisphere trade cor
porations, certain cattle and timber sales, divi
dends received by corporations, etc., are also tax 
reduction measures. Yet, the benefits arising from 
these particular measures are recognized immediately 
for accounting purposes, because the technique by 
which they are implemented in the statute is re
garded as relating more closely to a tax rate re
duction. It appears basically inconsistent to recog 
nize immediately the benefits of these tax reduction 
measures but then to defer the benefits of other tax 
reduction measures because they are artificially 
associated with assets or because it is possible 
under some circumstances they may "turn around" in 
a later period. In many of these situations the 
"turn-around" was not viewed by the legislature as 
a real possibility. While we recognize that under 
traditional accounting concepts the future prospects 
of a particular corporation should be viewed with a 
degree of caution, given the present dynamic economy 
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of this country and the commitment of our society to 
continued economic growth, such a view is not cau
tious, but unrealistically pessimistic. 

In total, the preferences incorporated within 
the tax law clearly result in an effective corporate 
tax rate that is less than 48 percent. We believe 
that financial accounting should recognize this— 
both because it is the fact and because the stimula-. 
tive effects resulting from the tax reduction should 
not be obscured. 

The essential question is whether the characteri
zation of a tax reduction 'in the Internal Revenue 
Code should control the accounting treatment of that 
reduction, when following such a ritualistic approach 
has these unfortunate consequences. It appears to us 
that an accounting approach must b'e developed that is 
capable of dealing appropriately and consistently 
with each item of tax reduction regardless of how it 
is implemented in the statute. 

Special care must be exercised with respect to 
the investment credit because of its magnitude and 
because most companies would have to change their 
existing practice in response to the position taken 
in the APB Exposure Draft. Presumably, this will 
result in a massive restatement of earnings whose 
effects on the economy, while difficult to measure, 
could be serious. Furthermore, a mandate to defer 
the benefit arising from the investment credit could 
well blunt its effectiveness as ari incentive to 
modernization and expansion. 

The Treasury Department has said many times that 
it would like to look to the accounting profession 
for leadership in the computation of income for tax 
purposes, for these problems are essentially and 
historically accountants' problems. Obviously, there 
are areas where the tax law differs, and indeed must 
differ, from the accounting approach, but in each 
such case there should be a compelling nonaccounting 
reason for this. We would view it as an unfortunate 
reversal for the accounting profession to be bound 
in its determination of income for financial report
ing by the ad hoc characterizations and structures of 
tax benefits adopted in the Internal Revenue Code for 
the purpose of achieving selective tax reductions. 
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THE INVESTMENT CREDIT AND BUSINESS DECISIONS 

Information Sheet 

Your position in the business: 

111 Owner 46 Manager 

25 Partner 53 Other (Controller 
Treasurer 
President 
Stockholder) 

Size of this business: 

111 0-10 employees 39 26-100 employees 

58 11-25 employees 24 101-500 employees 

over 500 employees 

Is this a business or a branch subsidiary? Yes No 

Does this business have branches or 
subsidiaries? Yes No 

If either answer is "yes," does the total employment 
of all parts of the business exceed 500? 

Yes No 

Principal business activity (see code sheet attached 
and use number from it): 

If you wish a summary of this study (at no cost), please 
fill in your name and address: 

Name: ; ; • • • • • 

Address: ; ; 

City & State: ' 
Zip Code 
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INSTRUCTIONS: For each of the following statements, please 
check the answer which comes closest to expressing your own 
point of view. You may check more than one answer. If none 
of the answers suggested expresses your point of view, please 
indicate your opinion on the blank line. 

1. When the newspapers announced in 1966 that the invest
ment credit was going to be suspended: 

33 I bought equipment which I anticipated would be 
needed earlier than I otherwise would so as to 
get it before the suspension period. 

» 

60 My equipment purchasing wasn't affected since I 
didn't anticipate I would normally purchase over 
$20/000 of equipment during the 15 months the 
suspension period was to last. 

136 It didn't affect me at all. I purchase equipment 
I need as I need it, and I don't feel that the 
present tax credit should cause me to buy some
thing that I otherwise would not—or keep from 
buying something that I otherwise would buy. 

17 Other 

2. During the period of the investment credit suspension 
(October 9, 1966 - March 9, 1967) : 

27 I postponed buying equipment until after the sus
pension period. 

179 I bought what I needed and can't honestly say I 
refrained from any equipment purchases because 
of the credit suspension. 

20 Other . 

3. When it was announced the investment credit would be 
restored: 

153 It made no difference at all to me. 

63 I re-examined my equipment proposal files to see 
if getting an investment credit would make some 
of them seem attractive enough to act on. 

10 I immediately started to place orders for delivery 
after the end of the suspension period. 

12 Other ' 
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The practical advantage of the investment credit to me is 

117 • Reduces the year net cash outflow when I buy 
equipment, in that I can recoup part of the 
cash the same year by slashing my tax payments. 

54 Improves the perceived profitability of the in
vestment by reducing the amount of the investment 
or increasing the first year return on the invest
ment . 

9 Gives me one more inducement that I can offer in
vestors and leasing companies to whom I can pass 
on part or all of the credit. 

34 Other 

The things that are wrong with the investment credit 
provisions are that they: 

51 Are too complex for the average businessman to 
understand. 

97 Mainly benefit the big companies rather than 
companies of my size. 

32 Do not apply to enough types of assets. For in
stance, the investment credit would not apply to 
central air conditioning installed in a retail 
store, to equipment leased to a non-profit corpora
tion , etc. 

46 Do not provide a big enough incentive. 

34 Other ___ . 

If the investment credit were to be permanently removed 
from the income tax law, it would: 

33 Reduce the amount of my equipment investments in 
the long run. 

23 Delay my equipment acquisition for one or more years. 

32 Make financing equipment more difficult for me. 

127 Make no difference to me. 

19 Other 
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INSTRUCTIONS: Please check the appropriate box in front 
of each of the following statements, indicating whether 
you agree with the statement, whether you disagree with 
the statement, or whether you have no opinion as to the 
statement. 

Don't No 
Agree Agree Opinion 

7. 174 11 34 When I buy a piece of equipment, I 
usually set up an analysis covering 
that piece of equipment and any other 
types of equipment or services that I 
could use to get the job done. For 
instance, instead of buying a speci
fic make of truck, I could buy any 
one of a number of other makes of 
trucks, or I could lease the truck, 
or I could subcontract to a trucking 
company the work that I would other
wise use the truck for. I try to 
calculate the amount of cost of each 
different way and then select that 
way which will get the job done most 
efficiently and with the least ex
pense . 

8. 95 57 56 When I figure how much buying a par
ticular piece of equipment will save 
me, I reduce my hoped-for savings by 
the income tax I will have to pay on 
them. For instance, if I could save 
$1,000 per year by buying a new piece 
of equipment, I would figure that my 
actual saving would be $1,000 less 
the income tax on $1,000. If I were 
in a 60% tax bracket, my actual sav
ings after tax would be only $400. 

9. 68 65 71 There is no need to reflect taxes 
when comparing savings from making 
different investments. The tax will 
be the same percentage on any savings 
anyway. For example, if I could save 
$1,000 on A and $2,000 on B, in a 60% 
tax bracket my after tax savings 
would be $400 and $800 but B would 
still be saving me twice as much as 
A. 
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Don't No 
Agree Agree Opinion 

10. 120 28 59 In calculating my annual saving from 
an equipment investment, I would re
duce the amount of the saving by the 
estimated annual depreciation. For 
instance, if I invested $10,000 in a 
new piece of equipment with a 10-year 
useful life and. figured that it would 
save me $2,500 in labor, material and 
direct overhead over the equipment I 
now had-, I would also figure as an 
expense $1,000 per year for depreci
ation ($10,000 cost divided by 10 
years of useful life), leaving me 
with $1,500 of savings before tax. 

11. 77 122 15 In figuring the amount of the in
vestment outlay necessary to buy a 
piece of equipment, I' ignore income 
tax consequences. 

12. 88 113 14 When I buy equipment, the financing 
arrangements offered by the seller 
are a major factor in my decision. 

13. 128 67 19 Equipment-buying decisions and deci
sions, as to how to finance equipment 
purchases are decisions that are 
separately made and involve entirely 
different considerations. 

14. 108 77 27 When I buy equipment on time, I 
figure that I am reducing the amounts 
that I can borrow from banks and 
other lenders by the amounts that I 
owe on the equipment purchased. 

15. 73 124 16 In looking at an equipment purchase, 
the cash I have to lay out is more 
important to me than the total price 
—assuming I need the equipment any
way or am convinced that the savings 
it offers will make it a good buy. 
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Agree 
Don' t 
Agree 

No 
Opinion 

16. 144 47 25 In making equipment decisions, I ask 
myself how this transaction will af
fect my balance sheet and my income 
statement. 

17. 182 28 11 When profits look good, I am much 
more inclined to go ahead with buy
ing equipment than when they are not 
so good. 

•
 

00 

172 43 7 I know how my profits are running 
mainly from the financial statements 
of the business. 

19. 58 99 48 The investment credit covers only 
new equipment. 

The credit is 7% of the cost of: 

20. 14 76 87 Buildings 

21. 31 36 111 Elevators 

22. 134 5 58 Equipment 

23 67 20 110 Only 1/3 of the cost of equipment 
with four-year life is eligible for 
an investment credit, whereas 100% 
of the cost of equipment with an 
8-year life would qualify. 

24. 78 72 54 The investment credit is like any 
other tax return deduction, such as 
depreciation, in that the higher 
your tax bracket the more dollars 
it is worth to you. 

25. 47 49 104 If you have more investment credit 
available than you can use in one 
year, the excess portion can be car
ried back and result in a refund of 
the taxes you paid in the third year 
(e.g., a 1968 excess could result in 
a refund of 1965 tax). 
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INSTRUCTIONS: Please select the statement that you think 
best expresses the way you would react to the choice/ 
situation described below. If none of the three cover 
your reactions, please indicate your probable approach in 
choice 4. 

26. If I had to choose between two pieces of equipment, 
each costing $10,000, with the first estimated to 
produce out-of-pocket savings of $4,000 per year for 
four years and the second $3,500 per year for six 
years, neither having any scrap value at the end of 
its life; 

33 1. I would choose the first piece of equipment 
since it has a payback of 2.5 ($10,000/ 
$4,000) as compared to a_payback of almost 
3.0 ($10,000/$3,500) for the second. 

8 0  2 . 1  w o u l d  c h o o s e  t h e  s e c o n d  b e c a u s e  i t  w o u l d  
produce total savings of $21,000 on my 
$10,000 investment while the first would 
only produce savings of $16,0 00. 

79 3. I would calculate the present value of the 
savings on the two pieces of equipment, 
discounting them at my cost of capital, and 
choosing the one that offered the greatest 
present value. 

25 4. Other 

27. I can recall the following specific situations where I 
have entered into transactions because of the existence 
of the investment credit which I would have passed up 
if it had not been in the tax law. (If you can recall 
such specific transactions, please briefly describe 
below what was involved and how the investment credit 
made a difference). 

29 

28. If I, as a spokesman for American business, were testi
fying before the House Ways and Means Committee in sup
port of retaining the investment credit, I would give 
the following reasons for retaining it based upon my 
own experience (please give examples to illustrate the 
points where possible). 

52 
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THE INVESTMENT CREDIT AND BUSINESS DECISIONS 

Accountants 1 Information Sheet 

I am a CPA PA Unlicensed accountant 

My firm (or this office if a multi-office firm) has total 
personnel: 

i 

Under 5 16-40 

6 - 1 5  o v e r  4 0  

INSTRUCTIONS: For each of the following statements, please 
check that answer which comes closest to expressing your own 
point of view. If none of the answers suggested expresses 
your point of view, please indicate your point of view on 
the blank line. 

1. When the newspapers announced in 1966 that the invest
ment credit was going to be suspended: 

12 A substantial number of our clients bought equip
ment which they anticipated they would need earlier 
than they otherwise would so as to get it before 
the suspension started. 

64 The equipment purchasing of our clients wasn't af
fected since most of them didn't anticipate they 
would normally purchase over $20,000 of equipment 
during the 15 months the suspension period was to 
last. 

62 It didn't affect our clients at all since they tend 
to buy what equipment they need and don't feel that 
a small tax break should cause them to buy something 
that they otherwise wouldn't or refrain from buying 
something that they otherwise would. 

8 Other 
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2. During the period of the investment credit suspension 
(Oct. 9, .1966 - March 9, .1967) : 

17 A substantial number of our clients postponed 
buying equipment until after the suspension period 
ended. 

119 Most of our clients bought what equipment they needed 
and I can't honestly say that they refrained from 
any equipment purchases because of the credit sus
pension. 

Other 

3. When it was announced the investment credit would be 
restored: 

105 It made no difference at all to most of our clients. 

23 Many of our clients re-examined equipment proposal 
files to see if getting an investment credit would 
make some of these proposals now seem attractive 
enough to act on. 

10 Some of our clients immediately started to place 
orders for delivery after the.end of the suspension 
period. 

2 Other . 

4. The practical advantage of the investment credit seems 
to me to be that it: 

90 Reduces the down payment a businessman has to make 
when he buys equipment, in that he can recoup part 
of the case the same year by slashing his tax pay
ments . 

40 Improves the perceived profitability of the invest
ment by reducing the amount of the investment or 
increasing the first year return on the investment. 

6 Gives the businessman one more inducement that he 
. can offer investors and leasing companies to whom 
he can pass on part or all of the credit. 

7 Other 
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5. The things that are wrong with the investment credit 
provisions are that they: 

26 Are too complex for the average businessman 
to understand. 

39 Mainly benefit the big companies rather than 
companies of the size of most of our clients. 

27 Do not apply to enough types.of assets. For 
instance, the investment credit would not apply 
to central air conditioning installed in a 
retail store, to equipment leased to a non
profit corporation, etc. 

19 Do not provide a big enough incentive. 

11 Other 

6. If the investment credit were to be permanently removed 
from the income tax law, it would: 

12 Reduce the amount of equipment investments by 
our clients in the long run. 

9 Postpone many equipment purchases by a year or 
more. 

9 Make financing equipment more difficult for many 
of our clients. 

106 Make no real difference to most of our clients. 

0 Other 
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INSTRUCTIONS: Please check the appropriate box in front 
of each of the following statements, indicating whether 
you agree with the statement, whether you disagree with 
the statement, or whether you have no opinion as to the 
statement. 

Don't No 
Agree Agree Opinion 

7. 92 10 35 When'I act as a consultant on 
purchase of a piece of equipment, 
I usually set up an analysis 
covering that piece of equipment 
and any other types of equipment or 
services that the client could use 
to get the job done. For instance, 
instead of buying a specific make 
of truck, the client could buy any 
one of a number of other makes of 
truck, or could lease the truck, 
or could subcontract to a trucking 
company the work that he would 
otherwise use the truck for. I try 
to calculate the amount of cost of 
each different way and then select 
that way which will get the job 
done most efficiently and with the 
least expense. 

8. 65 58 17 When I am figuring the savings a 
client may realize from buying a 
particular piece of equipment as 
compared to buying other pieces of 
equipment or getting the job done 
in other ways, I usually will scale 
down or reduce the anticipated 
savings by the amount of income tax 
that they will cause the client 
through increasing his profit. 

9. 59 62 16 There is no point in trying to re
flect the tax that will be paid on 
savings from purchasing equipment. 
The tax will be proportionately the 
same on all pieces of equipment 
anyway—and mainly I am interested 
in comparing one possible purchase 
with another. 

10. 122 9 5 In figuring the savings from 
equipment, I would reflect as an 
expense item an estimate of the 
annual depreciation expense. 
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Don't. No 
Agree Agree Opinion 

11. 17 116 3 In figuring the amount of the real 
investment outlay necessary to buy 
a piece of equipment, I ignore in
come tax consequences. 

12. 91 37 9 When I advise on the purchase of 
equipment, the financing arrange
ments offered by the seller are a 
major factor in my recommendation. 

13. 60 73 3 Equipment-buying decisions and de
cisions as to how to finance equip
ment purchases are decisions that 
are separately made and involve 
entirely different considerations. 

14. 55 65 17 When my client buys purchased 
equipment on time, I figure that 
he is reducing the amounts that he 
can borrow from banks and other 
lenders by the amounts that he 
owes on the equipment purchased. 

15. 29 101 8 In looking at an equipment pur
chase, the cash the client has to 
lay out is more important to me 
than the total price—assuming the 
client needs the equipment anyway 
or that the savings it offers will 
make it a good buy. 

16. 91 34 13 In making equipment recommendations, 
I ask myself how this transaction 
will affect the client's balance 
sheet and his income statement. 

17. 121 15 3 When profits look good, our cli
ents are much more inclined to go 
ahead with buying equipment than 
when they are not so good. 

18. 84 47 5 Most of our clients know how pro
fits are running mainly from the 
financial statements of the busi
ness , 
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INSTRUCTIONS: Please select the statement that you think 
best expresses the way you would react to the choice/ 
situation described below. If none of the three cover your 
reactions, please indicate your probable approach in Choice 
4. 

19. If I had to advise a client on choosing between two 
pieces of equipment, each costing $10,000, with the 
first estimated to produce out-of-pocket savings of 
$4,000 per year for four years and the second $3,500 
per year for six years, neither having any scrap 
value at the end of its life: 

12 1. 

61 2. 

52 3. 

the greatest present value. 

14 4. Other . 

20. I can recall the following specific situations where 
clients have entered into transactions because of the 
existence of the investment credit which they would 
have passed up or would not have been able to consum
mate if it had not been in the tax law. (If you can 
recall such specific transactions, please briefly de
scribe below what was involved and how the investment 
credit made a difference. If more space is needed, 
attach additional sheets. 

26 .  

21. If I, as a spokesman for American business, were testi
fying before the House Ways and Means Committee in sup
port of retaining the investment credit, I would give 
the following reasons for retaining it based upon my 
own experience and that of my clients (please give ex
amples to illustrate the points where possible): 

50 .  

I would advise buying the first piece of 
equipment since it has a payback of 2.5 
($10,000/$4,000) as compared to a payback 
of almost 3.0 ($10,000/$3,500) for the 
second. 

I would choose the second because it would 
produce total savings of $21,000 on the 
$10,000 investment while the first would 
only produce savings of $16,000. 

I would calculate the present value of the 
savings on the two pieces of equipment, 
discounting them at the client's cost of 

, and choosing the one that offered 
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22. If I were testifying on the investment credit, I would 
. suggest that the following changes be made in the in
vestment credit provisions to make them more effective 
in encouraging equipment purchases and business expan
sion (please give reasons where feasible): 
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Table E-l; Geographical Groupings 

Question l2"^" 

Row 
Sub- 2 Significant 

Answer 1 Answer 2 Answer 3 Answer 4 Total X d.f. above 

nsq-rr s (8) ^(32> * / l  D&SLC (10) (17) (39) 
AEP&P 6)r"{ 2 2 } % ' I  38 ̂  66 
LA&SF 22 ̂ ^ 23( 64* * 109 

Col. Subtotal 33 60 136 229 7.94 4 .20 

22 Question 2 /c.. 
D&SLC 4 8 45 48 5 5 54 

****** 7(13 * 51 83 3 (10 61 
LA&SF 16 * ' 83 12 ̂ ' HI 

Col. Subtotal 27 179 20 226 3.17 4 .70 

Question 323 . . . . 
D&SLC 33 ~ 15 48 
AEP&P 42)?7 1860 
LA&SF 78 30V ' 108 

Col. Subtotal 153 63 216 .29 3 .98 

24 
QUD&SLCn 4 19(25) 13(12) 2 (2) 12 (7) 46 
AEP&P 31(33) 18(15) 2 (3) 10(10) 61 
LA&SF 67*59) 23(27) 5(14) 12(17) 107 

Col. Subtotal 117 54 9 34 214 8.99 6 .20 

25 
QUD&SLCn 5 12(12) 2S(23) v t,(17) -(11) „ 
AEP&P 12(14) 28(27) 11 M J<13> 63 
S 27<25> 44<47> "<"> 2t<22> l" 

Col. Subtotal 51 97 32 46 226 9.71 6 .20 

2 6 Question 6 
D&SLC 7(}7 8(̂  4 7 27 27 46 
AEP&P 8,,^r 4,!.': /n (37) « 



26 ^ 
QUD&SLCn 6 7(17) g(15) 4 (7) (27) . 

AEP&P 8 (9) 4 (7) 9 (9) 41{37) fi? 
LA&SF 18 1̂7) ll*11) 19*16) 59. 107 

Col. Subtotal 33 23 32 127 215 5.77 6 .50 

48 Question 24 /1D. 
D&SLC 22 23 16 2l! 13 MS 51 

AEP&P 18 ̂  2l/«i 21 9? 60 
LA&SF 38 35 20 * ^ 93 

Col. Subtotal 78 72 54 204 6.24 4 .20 

QUMsi2n 19" 13$; 24«J> 13 (14) 50 .. 

SSS 30 <27' U'«) J?™ Si 

Col. Subtotal 58 99 48 205 4.63 4 .50 

QUD&SLCn 2651 e(18) 22(19) 18(19) 6 (6) 52 
AEP&P 8 (9) 26(23) 21(23) 7 (7) fi? 
LA&SF 19*16) 32 *38̂  40*37) 12*12) 103 

Col. Subtotal 33 80 79 25 217 3.43 6 .80 

NOTE: Some of the responses were eliminated or regrouped to prevent situations 
where expected frequencies of less than five would distort the analysis. 

( ) = Expected Frequency 

D&SLC = Denver and Salt Lake City 
AEP&P = Albuquerque, El Paso and Phoenix 
LA&SF = Los Angeles and San Francisco 



Table E-2; Respondents' Position in the Business 

Answer 1 Answer 2 Answer 3 Answer 4 

Question 1 
Owner 
Partner 
Manager 
Other 

Col. Subtotal 

22 Question 2 
Owner 
Partner 
Manager 
Other 

10 
2 
6 

14 

32 

(15) 
(3,) 
( 6 )  
( 8 )  

12 
2 
6 
7 

(13) 
(3) 
(5) 
( 6 )  

31 
6 
13 
7 

57 

(27) 
( 6 )  

(11) 
(13) 

- 84 
19 
35 
39 

(83) 
(18) 
(35) 
(41) 

60 
14 
21 
28 

(59) 
(12) 
( 2 2 )  
(28) 

123 

Row 
Sub-
Total . 

101 
22 
40 
49 

X d.f. 
Significant 

above 

212 10.62 

96 
21 
41 
46 

. 2 0  

78 
13 
31 
28 

Col. Subtotal 27 

23 Question 3 
Owner 
Partner 
Manager 
Other 

Col. Subtotal 150 

24 Question 4 
Owner 51 
Partner 9 
Manager 20 
Other 33 

Col. Subtotal 116 

c25 Question 5 
Owner 22 
Partner 9 

Manager 10 
Other 10 

177 

(72) 
(17) 
(28) 
(33) 

(48) 
( 6 )  

(24) 
(30) 

(26 ) .  
( 6 )  

(9) 
(10) 

24 

10 
19 

(30) 
(7) 
(12) 
(13) 

62 

12 

12 

(15) 
(9) 
( 8 )  

(10) 

37 

4 3 O 9 )  

6  ( 9 )  

12 
16 

(13) 
(16) 

204 .95 

102 
22 
41 
47 

212 7.39 

63 
15 
32 
40 

153 4.95 

63 
15._. 

22 
26 

.90 

.10 

. 20  



Partner 

Manager 
Other 

10 
10 

(9) 
(10) 12 

16 

(13) 
(16) 

Col. Subtotal 51 

Question 6 
Owner 
Partner 
Manager 
Other 

14 (16) (4) 
(7) 
(7) 

77 

15 

22 
26 

128 2.72 .50 

59 
12 
12 
27 

(58) 
(13) 
(25) 
(27) 

73 
18 
32 
34 

Col. Subtotal 34 123 157 .35 3 .95 

48 Question 24 . 
Owner 37(?q  ^ til 30 /*?! 90 
Partner 9n(* 7n(® ,7n(* 23 
Manager 18 " 16 ̂  8 " 42 
Other 15 27(17) 611 ' 48 

Col. Subtotal 

,43 Question 
Owner 
Partner 
Manager 
Other 

19 

79 

30 
8 
13 
7 

(26) 
(7) 
(12) 
(13) 

73 

34 

21 
34 

(43) 
(12) 
(20) 
(23) 

51 

27 
7 
8 
6 

( 2 2 )  
(5) 
(10) 
(11) 

203 15.44 

91 
24 
42 
47 

.02 

Col. Subtotal 

.51 

58 98 48 

Question 
Owner 
Partner 
Manager 
Other 

2 6 "  

10 
4 
10 
9 

(15) 
(3) 
(7) 
( 8 )  

40 
7 
14 
16 

(34) 
(7) 
(17) 
(19) 

32 
6 
16 
21 

(33) 
(7) 
(16) 
(19) 

204 16.16 

82 
17 
40 
46 

.02 

Col. Subtotal 33 77 75 185 5.86 .50 

NOTE: Some of the responses were eliminated or regrouped to prevent situations 
where expected frequencies of less than five would distort the analysis. 

( ) = Expected Frequency 

D&SLC = Denver and Salt Lake City 
AEP&P = Albuquerque, El Paso and Phoenix 
LA&SF = Los Angeles and San Francisco 



Table E-3: Size of Respondent Business 

Row 
Sub- 2 Significant 

Answer 1 Answer 2 Answer 3 Answer 4 Total X d.f. above 

Question 1 (14) ofi(27) (57) 
(8) fq (15) ™(32) 

26 or more 12 (7) 12(15) 29(31) 53 4.30 

0-10 emp. 11 26nq( 98 «95 
11-25 emp. 6 $ 19^ 30 (32) 55 1>70 

Col. Subtotal 29 27 120 206 6.95 4 .20 

,22 Question 2 
(11) oo(79) 

0-10 emp. 8 m 82}/i7\ 90 *93 
11-25 emp. 9' ' * 45 )*'[ 54 .66 
26 or more 8 K ' 46l ; 54 .16 

Col. Subtotal 25 173 198 1.75 2 .50 

23 Question 3 (9q. 
0-10 emp. 79 ̂  22nV\ 101 2.59 
11-25 emp. 38 }~'{ 14 ̂  52 .10 
26 or more 31 û; 25 x̂/; 56 5.79 

Col. Subtotal 148 61 209 8.48 2 .02 

Question 424 : . ( . 
0-10 emp. 40j^( 16 mi 56 

11-25 emp. 32 J" 8 40 
26 or more 391 u; 1554 

Col. Subtotal 111 39 150 1.36 2 .70 

.25 Question 5 (25) /a (42) ,(11) 0(11) 0-10 emp. 28} ' 46,' , ( 7 \ ,C 8 89 
11-25 emp. 14 " 18{?! 4 j® 8 = 44 
26 or more 6(10) 15<16) 10<4) 4(4) 35 

Col. Subtotal 48 79 21 20 168 16.65 6 .02 

2 6 Question 6 n ,v (!-q̂  
0-10 emp. 67 J,70 



Col. Subtotal 111 39 150 1.36 2 .70 

°TS°S4!5 «$! 7<$ ^ M 

Col. Subtotal 48 79 21 20 168 16.65 6 .02 

Question 626 

0-10 emp. 3 7i{ 67 }r*{ 70 
11-25 emp. 10 31 41 
26 or more 10 K } 23{ } 33 

Col. Subtotal 23 121 144 14.34 2 .001 

48 Question 24 . . . , 
0-10 emp. 37 ̂  23 32 33 ̂  93 
11-25 emp. 21 ̂  11 15 ̂  47 
26 or more 19 33uy; 4{Xb) 56 

Col. Subtotal 77 67 52 196 26.75 4 .001 

43 Question 19 ' ,0£n 
0-10 emp. 31 37 9? 28ni 96 

11-25 emp. 13 ̂  21\%i\ 12 to 46 
26 or more 13(16) 35(26) 7(13) 55 

Col. Subtotal 57 93 47 197 9.42 4 .10 

Question 26 ...j i  t'i.fis 
0-10 emp. 11 36 19 36 18 83 

11-25 emp. 9 <® 21^ 15 J® 45 
26 or more 13lXU; 18K } 2 2 U ± )  53 

Col. Subtotal 33 75 73 181 3.83 4 .50 

NOTE: Some of the responses were eliminated or regrouped to prevent situations 
where expected frequencies of less than five would distort the analysis. 

( ) = Expected Frequency 



Table E-4: Field vs. Mail Interviews 

Question 1 

Field 
Mail 

No Effect 

67 (64) 

196<199) 

Col. Subtotal 263 

Took Action 
n(10) 

33 

40 

(30) 

Row 
Sub

total 

74 
229 

X 

303 1.39 

Significant 
d.f. above 

.30 

Question 2 

Field 
Mail 

Col. Subtotal 

Question 3 

Field 
Mail 

Col. Subtotal 

Question 4 

Field 
Mail 

Col. Subtotal 

Question 5 

Field 
Mail 

Col. Subtotal 

Question 6 

Field 
Mail 

Postponed 
(9) 
(26) 8 

27 

35 

No Effect 
(53) 

61 
153 

214 

(161) 

Cash Flow 
(40) 46 

116 

162 

(127) 

Complex 
(24) 
(53) 26 

51 

77 

Reduce or 
Delay 

24 (20) 
57 <53) 

No Effect 
(65) 

66 
181 

247 

(182) 

Took Action 
(21) 13 

72 

85 

(64) 

Other 

66 

70 

( 2 )  
(55) 

(90) 

Restricted Small Other 
2? (17) on (24) ,,(40) 

34 <39> 52 (55) 99 

56 79 130 

Financing No Effect 

ls (13) (45) 
32 <37> lll(123> 

74 
208 

282 .18 

74 
225 

299 5.65 

50 
182 

232 6.05 

106 
236 

342 

80 
217 

5.91 

,99 

.02 

.02 

. 2 0  

Col. Subtotal 73 50 168 297 4.97 .10 



Question 1 

Field 
Mail 

No Effect 

67 (64) 

itla99) 

Took Action 
7(10) 
33(30) 

74 
229 

Col. Subtotal 263 40 303 1 .39 1 .30 

Question 2 

Field 
Mail 

Postponed 

ft (9) 

27 (26) . 

No Effect 

66 (65) 74 
208 

Col. Subtotal 35 247 282 .18 1 .99 

Question 3 

Field 
Mail 

No Effect 

61 (53) 
153(161) 

Took Action 

13 (21) 
y2 (64) 74 

225 

Col. Subtotal 214 85 299 5 .65 1 .02 

Question 4 

Field 
Mail 

Cash Flow 

46 (40) 
116(127) 

Other 

4 (2) 
66 (55) 

50 
182 

Col. Subtotal 162 70 232 6 .05 1 .02 

Question 5 

Field 
Mail 

Complex 

26 (24) 
51 (53) 

Restricted 
00 (17) 

34 (39) 

Small 
97 (24) 

52 !55) 

Other 
31(4°) 
99OO) 

106 
236 

Col. Subtotal 77 56 79 130 342 5 .91 3 .20 

Question 6 

Field 
Mail 

Reduce or 
Delay 

24 <20) 
57 (53> 

Financing No Effect 

,a (13) 00 (45) 
32 128 ̂ 23) 

80 
217. 

Col. Subtotal 73 50 168 297 4.97 . 2 .10 

NOTE: Answers 1 and 2 were combined in Questions 1 and 3 for purposes of this 
analysis, since both answers, in each case, reflected the same action. 

( ) = Expected Frequency 



Table E-5: Printers vs. All Others 

Answer 1 Answer 2 Answer 3 Answer 4 

Row 
Sub-
Total X' 

Signficant 
d.f. above 

Question 1 
Printers 11 
Others 22 

Col. Subtotal 33 

(9) 
(24) 16 

44 

60 

(16) 
(44) 33 

103 

136 

(36) 
(100) 

60 
169 

229 .87 .70 

Question 2 
Printers 5 
Others 22 

Col. Subtotal 27 

(7) 
(20) 

52 
127 

179 

(50) 
(129) 57 

149 

206 . 8 8  .50 

Question 3 
Printers 
Others 

(41) 44 n0 ( combined 
109 * ' with #3 

Col. Subtotal 153 

17 
56 

73 

(20) 
(53) 61 

165 

226 .92 .50 

Question 4 
Printers 
Others 

34 
83 

Col. Subtotal 117 

(29) 
( 8 8 )  

45 

54 

(14) 
(40) 43 

128 

171 3.54 .10 

Question 5 
Printers 12 
Others 39 

Col. Subtotal 51 

(10) 
(41) 22 

75 

97 

(19) 
(78) 4 

28 

32 

( 6 )  
( 2 6 )  40 

46 

(9) 
(37) 44 

182 

226 3.06 .50 

Question 6 
Printers 
Others 

Col.Subtotal 

9 
24 

33 

( 8 )  
(25) 5 

18 

23 

( 6 )  
(17) 8 

24 

32 

( 8 )  
(24) 31 

96 

127 

(31) 
(96) 53 

162 

215 .40 .95 

Question 24 
Printers 17 
Others 61 

(19)_ 
(59) 

17 
55 

(18) 

(54) 
16 

38 

(13) 

(41) 
50 

154 



Col. Subtotal 

Question 3 
Printers 
Others 

Col. Subtotal 

Question 4 
Printers 
Others 

Col. Subtotal 

Question 5 
Printers 
Others 

Col. Subtotal 

Question 6 
Printers 
Others 

Col. Subtotal 

Question 24 
Printers 
Others 

Col. Subtotal 

Question 19 
Printers 
Others 

Col. Subtotal 

Question 26 
Printers 
Others 

Col. Subtotal 

27 179 

44 ,|combined 17 
109( } with #3 56 (53) 

153 73 

34 
83 

117 

(29) 
( 8 8 )  9 

45 

54 

(14) 
(40) 

12 (10) 

39 (41) 

51 

„ (19) 

75 (78) 

97 

4 
28 

32 

( 6 )  
( 2 6 )  

9 (8) 

24 <25' 

33 

c  ( 6 )  

18 <"> 

23 

8 
24 

32 

( 8 )  
(24) 

17 
61 

78 

(19) 
(59) 

17 
55 

72 

(18) 

(54) 
16 

38 

54 

(13) 

(41) 

17 
41 

58 

10 
23 

33 

(15) 
(43) 

( 8 )  
(25) 

no (25) 

76 (74) 

99 

18 (19) 
62 <61> 

80 

12 (12) 

36 (36) 

48 

18 {19) 

61 (60> 

79 

NOTE: ( ) = Expected Frequency 

206 .88 1 .50 

61 
165 

226 .92 .50 

43 
128 

171 3.54 .10 

40 

46 

(9) 
(37) 44 

182 

226 3.06 .50 

31 
96 

127 

(31) 
(96) 53 

162 

215 .40 .95 

50 

154 

204 1.27 .70 

52 
153 

205 .57 .80 

46 
146 

192 .75 . 8 0  
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Section 41. CREDIT FOR QUALIFIED INVESTMENTS 

(a) There shall be allowed, as a credit against the 

tax imposed in this legislation, the amount determined under 

subsection (b) below. In the event that the amount of the 

credit exceeds the amount of the tax liability for any 

taxable year, such excessive credit shall be treated as 

provided in Sec. 6401(b). 

(b) The credit shall be at a rate determined as 

set forth in subsection (c) below, and shall be applied to 

"qualified investments" determined as set forth in sub

section (d) below. 

(c) The rate of credit shall be that set forth in 

an Executive order by the President of the United States, 

based upon a recommendation of the Council of Economic 

Advisors. No rate may be set at such a level that it will 

result in an estimated amount of credit being allowed under 

this section, pursuant to all Executive orders issued 

pursuant thereto, in excess of $2.5 billion in any one 

fiscal year. It is further provided that no rate shall be 

set at a level higher than 25 percent. 

(d) The "qualified investments" referred to herein 

shall be those investments made in fixed assets or working 

capital of a trade or business which is specified by an 

Executive order by the President of the United States, based 

upon a recommendation of the Council of Economic Advisors, 
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and during such period of time as is also specified in the 

Executive order. Any restrictions on the availability of 

such credit shall be set forth in the order. No such 

designation shall be effective for more than 18 months, 

although successive Executive orders, based upon recommen

dation of the Council of Economic Advisors, may be issued 

pertaining to the same "qualified investments." 

(e) A designation under (c) or (d) above may be 

terminated, or the categories involved reduced or the rate 

reduced by Executive order. No such termination or re

duction shall be made prior to the date assigned as the 

expiration date of the original Executive order unless, at 

least 30 days before such termination or reduction, the 

President has notified the Senate and the House of Repre

sentatives of his intention to terminate or reduce the 

credit granted. 

Section 42. RECAPTURE OF INVESTMENT CREDIT 

(a) In the event that the investment, for which an 

investment credit is granted under Section 41, is liquidated 

or disposed of within two years of the expiration date of 

the Executive order pursuant to which the credit was 

granted, then the amount of the credit given on that portion 

of the investment liquidated or otherwise disposed of shall 

be treated as an addition to the tax under this chapter for 

the year in which the liquidation or disposition takes place. 
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(b) Subsection (a) shall not apply to a transfer by 

reason of death, a transaction to which Section 381(a) 

applies, or to a transfer which is a change in the form of 

conducting a trade or business, such as a transfer to which 

Section 351 applies. 

(c) The Secretary or his delegate shall prescribe 
i 

such regulations as may be necessary to carry out the 

purposes of this section. 

Section 43. PROCEDURE AND BURDEN OF PROOF 

(a) A taxpayer may file an application for an 

advance ruling in connection with any investment which the 

taxpayer seeks to have ruled as qualified for the credit 

provided under Section 41. The application may be filed 

prior to or after the making of the investment. It shall be 

filed at the place, in the manner and form, and contain such 

information as shall be required by regulations prescribed 

by the Secretary or his delegate. 

(b) Within a period of 45 days from the date on 

which the application for an advance ruling has been filed 

pursuant to this section, the Secretary or his delegate 

shall make, to the extent he deems practical in such period, 

a limited examination of the application to determine 

whether, if the facts set forth therein are true, the in

vestment would be entitled to the credit provided under 
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Section 41. Unless, within 45 days, the Secretary or his 

delegate notifies the taxpayer that the facts set forth in 

his application do not qualify the investment for credit, 

the investment shall be deemed to be qualified, and the 

burden of proof in any later proceeding involving the credit 

shall be on the Secretary or his delegate to show that the 

investment was not so qualifed'. 

(c) In the event that the Secretary or his delegate 

notifies the taxpayer within 45 days set forth in (b) that 

the investment is not qualified for the credit, then the 

taxpayer shall have the right to appeal from such determi

nation in the same manner as from the notice of deficiency 

set forth in Section 6212, including the right to appeal to 

the United States Tax Court in the manner set forth in 

Section 6213. In any proceeding before the Tax Court, the 

burden of going forward with the evidence shall be upon the 

taxpayer but the burden of proof for the question of 

entitlement to the credit shall be on the Secretary or his 

delegate and there shall be a rebuttable presumption that 

the taxpayer is entitled to the credit once he has intro

duced facts showing an investment and the amount thereof. 

In the event that the investment involved is a proposed in

vestment, then the facts shall be stipulated by the parties, 

and, if they fail to agree on a stipulation, shall be as 

set forth in the taxpayer's application for ruling. In the 

latter event, no other proof of the facts shall be necessary 
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and the sole question before the Court shall be whether the 

taxpayer is entitled to the credit based upon the facts 

stipulated or submitted. 

(d) In any proceeding before the Tax Court which 

involves the availability or the amount of the credit 

provided in Section 41, there shall be a rebuttable as

sumption that the determination of the Secretary or his 

delegate is correct in the facts involving the investment, 

and a rebuttable presumption that shall apply if the tax

payer establishes his facts, that the investment does 

qualify for the credit. 
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