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Description of Proposal: Capital Equipment Expensing: Incremental Tax Reform  for a Transition Tax Base
Defines our hybrid “Realization-based Income Tax” (RBIT)

Identifies three normative principles of capital income taxation in a RBIT: 
1) realization requires capitalization, 
2) capitalization requires capital cost recovery, 
3) capital cost recovery should consist entirely and exclusively of invested after-tax capital

Capital equipment expensing (CEE) requires taxpayers to aggregates all equipment investment for a taxable year, and deduct it to the extent of the nascent after-tax dollars created by earnings during that taxable year. 

Impact of Proposal: 

Tremendous simplification of tax administration and compliance

Increased rate of capital formation ratio in relation to revenue cost

Increased efficiency of capital allocation - Creates effective tax rate (12.5%) similar to §1(h) (15%) for capital gains and dividends

Proven relationship between equipment investment and job growth

Transition Benefits, Special Issues
Helps reform and stabilize existing tax base
Better transition platform than current  law for likely ultimate transition to full expensing 

Probable benefits for equipment leasing industry, major supplier of equipment and source of job creation in our  economy




    PROPOSAL SUMMARY

I recommend that the Council consider Capital Equipment Expensing(CEE).in preparing its report to the President. Under this proposal, taxpayers will be able to deduct the full  amount of all aggregate equipment investment made during a taxable year from total current net business earnings (taxable income) to the extent of their” tax capital creation threshold.” 
In the highest tax bracket this threshold will equal the amount of nascent after-tax capital that would be available after those current net earnings were hypothetically taxed at 35%. In other words, the limit for aggregate CEE would be an amount equal to 65% of all net taxable income for a taxable year, remaining after all other deductions (but for equipment cost recovery) have already been hypothetically taken. At this point, in the process, CEE will replace §§168 and 179 completely and determine the taxpayer’s entire equipment cost recovery deduction for the taxable year (and for the life of the individual assets). 
In this proposal, I have briefly discuss how both tax administration and compliance in this area can be  significantly simplified. I provide a simple formula and instructions for computing each taxpayer’s tax capital creation threshold and annual CEE deduction. I also describe  how to carry over amounts invested in equipment that cannot be currently deducted to succeeding taxable years, as well as how to carry over tax capital created in excess of the amount absorbed by the CEE deduction in any given taxable year, also to succeeding taxable years.   

Under CEE, no longer will class lives,  recovery periods and annual cost recovery deductions need to be computed. Nor will the adjusted basis of individual assets ever need to be computed at all. After applying CEE, all individual equipment assets will have a zero basis throughout their holding periods.  Depreciation recapture and other gain characterization provisions would be irrelevant at the time of asset dispositions, and could be repealed.  At the time of dispositions, only gains could be realized, and, in most cases under current law, would be characterized as long-term capital gains under §1231.  

In this proposal, I also briefly discuss some of the positive tax and fiscal policy benefits of CEE.  I offer to demonstrate by reference to an attached article  that, compared to §§168(k) and 179, CEE produces the highest ratio of capital formation bang for every buck of tax revenue collected. I also offer to show by reference to an attached article  that earnings invested in equipment under CEE will still be taxed at an  effective tax rate of 12.5%, which is comparable to the current 15% rate commonly imposed on adjusted net capital gain and certain dividends under §1(h).  

As a transition platform, CEE rationalizes and normalizes the taxation of equipment investment, and provides a stable, sustainable sub-tax base platform within our realization-based income tax base. CEE can lead to further tax reform in various directions. On one hand, CEE can possibly lead to incremental  reform of our current tax base in the important area of capital cost recovery. CEE can also possibly serve as a transition platform to many traditional consumption tax base proposals that advocate full equipment expensing. Finally, in our immediate indefinite interim, CEE by itself can greatly improve the efficiency of the taxation of equipment investment income in our country, and contribute to job creation. 
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Three years ago, I published an article titled Normative Cost Recovery Policy for a Realization-based Income Tax, 5 FLA.TAXREV. 467-545 (2002, in which I demonstrated that capital expensing for a realization-based income tax (RBIT) is appropriate for a RBIT, because it functionally separates  the accounting for capital restoration from the accounting for realized investment yield.  As a result it allows the full amount of invested capital to be restored tax-free, and the full amount of the realized yield to be taxed as income financially. Therefore, I concluded that capital expensing was the only normative capital cost recovery method for a RBIT.


I have just completed but not yet published a follow-up article titled Capital Equipment Expensing: Incremental Tax Reform for a Transition Income Tax Base.
 [Please read footnote 1 before proceeding].This article is based on the three fundamental principles of a realization-based income tax system: 1) realization requires capitalization; 2) capitalization requires capital cost recovery; and 3) capital cost recovery should consist entirely and exclusively of invested capital. 


Within the U.S. realization-based income tax base, nascent tax capital creation occurs with the concurrent generation of pre-tax earnings during a taxpayer’s taxable year. Nascent tax capital is the amount of after-tax capital that would be available if net pre-tax earnings during a taxable year were instantaneously subjected to tax, and the amount of after-tax capital generated was allowed to be instantaneously invested, and simultaneously, expensed.  Within this hypothetical economic scenario, these three  instantaneous events would occur in a manner completely consistent with the three fundamental structural principles of a realization-based income tax described above.
 I call this process, normative capital equipment expensing, or normative CEE. The question is how can this be applied to the real world. 


Cost recovery for equipment, under the current, underlying MACRS regime, is financially insufficient to completely restore the amount invested in equipment by taxpayers (capital or not).
  Although, selectively overriding this cost recovery regime, none of the current partial or limited expensing deduction provisions under §§168(k) and/or 179, bear any relationship to the amounts of tax capital concurrently created and actually invested in expensed equipment by taxpayers. This frequently creates one of two tax base structural problems depending on the specific characteristics of a given equipment purchase: (1) the ability to recover pre-tax earnings tax-free, on one hand, or (2) the inability to recover actual invested tax capital tax-free on the other hand. 


At this preliminary stage of development, I basically propose matching a taxpayer’s total amount of investment in equipment made during a taxable year against the total amount of tax capital created and available at the end of that taxable year.  More specifically, I propose to aggregate all investment in equipment made by a taxpayer during a taxable year, and compare it to the total amount of tax capital created from that taxpayer’s total net business income as of the end of that taxable year. The amount of tax capital created and available at the end of a taxable year would be determined by using a simple formula.
 


To the extent aggregate investment in Section 179 property equals, but does not exceed, the tax capital creation threshold for that year at that time,  all equipment investment for the year would be allowed as an immediate deduction  under Section 179. To the extent tax capital is created in excess of equipment investment for that year, it would be carried over to following years, to be matched against the aggregate equipment investment that occurs in those following years. Similarly, to the extent aggregate equipment investment in a given year is made in excess of tax capital created during that year, excess non-expansible   amounts of equipment investment would be carried over to following years to be tested for deductibility against new and any cumulative tax capital created or available in those following years.
 


Administering capital equipment expensing (CEE) would create at least two areas of possible administrative complexity, but it would also create two areas of possible areas of administrative simplicity.  Replacing individual asset cost recovery and/or expensing  deduction computations with CEE would greatly simplify both the tax administration and compliance aspects of equipment acquisition, utilization and disposition for all taxpayers.  However, it would be necessary to supply rules to deal with some potential horizontal and vertical aspects of this scheduler aggregation.
 On the other hand, debt-financed tax arbitrage should not be a serious immediate problem in the context of aggregate capital equipment expensing,
  Indeed, normative CEE is likely to discourage, rather than encourage, debt financing of equipment investment that is subject to CEE, because inflating the amount of investment through debt financing increases the likelihood of creating non-deductible investment in the equipment.


Compared to all other forms of capital cost recovery for equipment now employed in the U.S.,  normative CEE produces the most tax capital formation bang for every buck of lost tax revenue that it causes.
 It accomplishes this regardless of the level of a taxpayer’s earnings relative to the amount of a taxpayer’s investment in equipment.
 In addition, it subjects the invested income to a 12.5% effective tax rate, which is close to the 15% nominal tax rate now imposed on some net capital gain and qualified dividend income.
  

Overall, CEE can be a tax-sustaining, economic capital-generating engine. It produces more tax capital bang for every dollar of tax dollar buck lost than §168K), or 179, or both combined.
 Since the U.S. has not yet moved to full expensing, it can become the best engine for both revenue sustenance and capital formation that we can hope to have during this transition period today. 

Furthermore, studies have shown that investment in equipment, in particular,  is directly related to job creation.
  Therefore, optimizing capital formation and reinvestment on an ongoing tax-sensitive basis through capital equipment expensing should lead to not only more investment in equipment,  but also to  the creation of more jobs associated with those equipment investments.

How long this specialized  “sub-tax base” for equipment investment taxation will  endure is open to question, since the federal government is also engaged in a comprehensive major tax reform process, which potentially includes comprehensive tax base reform and/or replacement.  However, capital equipment expensing has tremendous efficacy as a transitional sub-tax base structure for an important sector of our economy. In this context, CEE can provide a stable and sustainable transitional  platform, from which a wide variety of subsequent comprehensive tax reform options can be more easily and efficiently pursued in the near or distant future. 
Thus, if all else fails, CEE can serve as a stand alone targeted reform of an important sector of our tax base for an indefinite period of time. 
� This 70 page unpublished article is attached to the same email that contained my proposal submission, but is not a part of this proposal.  I offer it for the sole purpose of understanding parts of the proposal itself.  You have my permission to use it for this purpose, exclusively.  See text accompanying notes 6, 8, 9 and 11, infra, for the only references to this document in this proposal.  


 I retain all rights to be derived from this attached document. Please do not treat it as a part of my proposal and, therefore, a matter of public record. Please contact me if you have any questions or reservations, or simply delete it without reading it, as a way to avoid its possible inclusion in the proposal.  I will also be happy to resubmit my proposal email without this attachment, at your request. Thank you for your understanding and cooperation.. 


� Essentially, CEE allows true capital investment to be expensed in the same year that the capital is created.  Consider the following:  if the taxpayer pays tax on all his earnings without investing in Year 1, he will be able to invest (and expense) the entire created after-tax savings from Year 1 during Year 2.  CEE allows taxpayers to collapse the separate events of Years 1 and 2 into Year 1, and expense the same amount in Year 1 that he would be able to expense in Year 2, after paying tax for Year 1.  CEE merely substitutes concurrently taxed after-tax dollars in Year 1 for already-taxed savings in Year 2.


� See Terry, Normative Cost Recovery Policy for a Realization-Based Income Tax, supra, 514-15.


� Cap = E(1 – t). Cap == Earnings x (1 – tax rate). Thus, tax capital equals nascent after-tax earnings at any point in time.  


� An idea, rather than a firm proposal at this point, is to allow unused CEE deductions to be deducted in full after 5 years. This would benefit taxpayers who had not created sufficient earnings, and therefore tax capital, to absorb equipment investment already actually made during that interval.  


� See Terry, Capital Equipment Expensing, supra second paragraph. This unpublished article briefly discusses both aspects of schedularity.  Generally speaking, it may be necessary to define the horizontal scope of a taxpayer’s “total net business income.” See e.g., §469. Similarly, taxpayers may own vertically tiered and/or horizontally related business units to conduct multiple business activities. See e.g., §1501ff.


� Primarily because interest deductions will only be able to offset a small amount of pre-tax earnings related to equipment purchases.  By doing so, they borrowers will reduce both the tax capital creation threshold, and consequently, the allowable CEE deduction..


� This information is in my unpublished article mentioned in the second paragraph and first footnote of this proposal. 


� Id. 


� See IRC §1(h). The 12.5% ETR is derived by multiplying 35% by 35%. 


� See supra notes 8 and 9.


� See, e.g., Equipment Leasing Association 2004 Report (showing that the smallest equipment lease transactions showed growth far greater than the larger ones); Global Insight, Advisory Services Group, The Economic Contribution of The Equipment Leasing Industry to the U.S. Economy,  (Equipment Leasing Association), March 1, 2004; J. Bradford De Long, Machinery Investment as a Key to American Growth, in TOOLS FOR AMERICAN WORKERS:  THE ROLE OF MACHINERY AND EQUIPMENT IN ECONOMIC GROWTH 1 (American Council for Capital Formation Center for Policy Research, Dec. 1992)


� Note that both computer hardware and software qualify as §179 property.  See §179(d)(1)(A).  
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