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INVESTMENT TAX CREDITS

Robert S. Chirinko

Investment tax credits are reductions in tax liabilities determined as a percentage of the price of
apurchased asset. Starting with the Revenue Act of 1962, the investment tax credit (ITC) has been sat
a various rates, suspended, reinstated, repeaed, resurrected, increased, and then eliminated completely
inthe Tax Reform Act of 1986. Reindtituting the ITC was part of the Clinton Adminigration'sinitia
economic proposa to Congress, but it was not part of the 1993 budget bill enacted into law.

Tax creditswereinitidly granted primarily for the purchase of business capita equipment, and
have been extended to other assets and activities (e.g., expenditures on research and development,
restoration of higtoric buildings, and hiring of certain classes of workers). 1TCs have been a
quantitatively important tax expenditure ($21.3 billion in 1985), and equd the amount for two well-
known tax expenditures. the excluson of employer contributions for medica care and insurance
premiums and the deductibility of nonbusiness state and local taxes (other than on owner-occupied
homes).

Thisentry isdivided into three parts. Part one discusses the history, scope, and types of ITCs.
The chief reason for granting these subsidies has been to Simulate economic activity, though which
aspect of economic activity was the appropriate target for this stimulus has varied because of changing
views about the structure of the economy and the possibilities for congtructive public policies. These
changes are consdered in the second part. Findly, theimpact of the ITC on economic activity is

reviewed briefly in the third part of this entry.

History, Scope, and Typesof ITCs

I TCs have been used frequently as an instrument of fiscal policy in the United States. Beginning
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on January 1, 1962, the gatutory rate for the ITC was set at 7 percent for spending on business capital
equipment with tax lives (i.e., recovery periods or service lives) greater than three years and for specid
purpose structures (defined as structures replaced contemporaneoudy with the equipment that they
house, support, or serve). The Statutory rate was increased to 10 percent in 1975. The Tax Reform
Act of 1986 abolished the ITC. Between 1962 and 1986, the ITC was not in force for two periods:
suspended from October 1966 to March 1967 and repealed from April 1969 to August 1971. Public
utility property (equipment plus structures) has also received a credit, ranging from 3 percent in 1962, to
4 percent in 1971, to 10 percent in 1975. Assats generally become eligible for the tax credit when they

are placed in service. The statutory rates and effective dates are summarized in Table 1.



Teblel

Statutory Rates For The Investment Tax Credit

In The United States
(percent)

Effective Busness Specid Public
Date Copitd  + Purpose Utility
Beginning Equipment Structures Property
January 1, 1962 7 3
October 10, 1966 0 0
(suspended temporarily)
March 10, 1967 7 3
April 19, 1969 0 0
August 16, 1971 7 4
January 22, 1975 10 10
(increased temporarily)
January 1, 1979 10 10
January 1, 1986 0 0

Source: Pechman (1987a) and U.S. Treasury (various issues through 1980). Effective dates refer to
permanent changes unless otherwise noted.
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There are several complicating factors that drive a wedge between the Satutory ratesin Table 1
and the ITC's ultimate impact on businesses. Four are discussed here. First, the ITC isnot refundable,
and hence isvaduable to ataxpayer only if thereisacurrent tax liability. (Legidation has generdly
exacerbated this problem by regtricting the percentage of the current tax liability that can be reduced by
the ITC.) Thisshortcoming ismitigated by carryback and carryforward provisions, but the dday in
redizing the tax credit lowers the vdue of the ITC, especidly for firms relying heavily on internd funds
for investment financing. Problems caused by an absence of a current tax liability were overcome with
the safe-harbor leasing provisionsin the Economic Recovery Tax Act of 1981 that, in effect, permitted
the sde of unused tax credits to firms with current tax liabilities. While such an expanson of marketsis
generdly welcomed by economidts, the redlization that many large profitable corporations were paying
little or no taxes led to a public outcry, and safe-harbor leasing was iminated at the end of 1983.

Second, the statutory impact of the ITC increaseswith thetax life of the asset. For example,
under the 1962 legidation, digible property with atax life of 4 to 6 years received one-third of the ITC,
and digible property with atax life of 6 to 8 years received two-thirds of the ITC. Thefull credit was
given for digible property with atax life of 8 or more years. Thetax lives determining the percentage of
the available credit, as well as the percentages themsalves, have been changed periodicaly. A larger
ITC for longer-lived assets can be an important feature in attempting to preserve neutrdity of the ITC
across assets (Bradford, 1980; Harberger, 1980).

Third, theimpact of the ITC on investment incentives aso depends on whether it reduces the
basis used in caculating tax depreciation. The 1962 legidation that introduced the ITC subtracted the
vaueof the ITC from thebasis. Thispart of the legidation was known as the Long Amendment (after
the Chair of the Senate Finance Committee), and was repeded in 1964. Thus, the 7 percent ITCin

effect in 1962, ceteris paribus, was not as effective asthe 7 percent ITC in effect in 1964. In the Tax
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Equity and Fiscd Respongbility Act of 1982, the tax depreciation basis was lowered by one-half of the

tax credit, thus reducing the value of the ITC.

Fourth, the limited coverage of the ITC creates an incentive to reclassify assets as equipment or
gpecia purpose structures. While the origind legidation explicitly excluded any "building and its
sructurad components,” this restriction has been circumvented by creetive accounting. This response to
incentives, dong with adow expanson of the tax code to broaden the coverage of the ITC, hasled to
over 50% of the cost of the acquisitions of structures (as defined in the Nationa Income and Product
Accounts) to be digible for the ITC in 1975.

The above consderations suggest the difficulty in specifying theimpact of the ITC. Fullerton,
Gillette, and Mackie (1987) have undertaken a careful study deriving estimates senstive to these
consderations. The particulars of the tax legidation can be found in documents published by the U.S.
Treasury (through 1980) and by the U.S. Office of Management and Budget (1981 onwards).

For agiven effective rate, severd different types of ITCs are available to policymakers. The
ITC can be targeted to particular classes of capital or uniform acrossal capitd. In the United States,

I TCs have favored business capitd equipment. For those industries using a greater than average
amount of tax-favored capital, the ITC becomes an implicit industrid policy. The benefits afforded by
the targeted I TC have been interpreted by some as apartia second-best correction to tax code
distortions that favor other capital assets.

The ITC can be permanent or temporary. An ITC with acredible expiration date, ceteris
paribus, will induce firmsto acceerate their investment spending to capture the transent tax benefits. It
is unclear whether atemporary credit leads to an overdl increase in investment spending or just
intertempora subtitution with no increase relative to the level of investment thet would have prevaled

without the tax credit.



The ITC can be unilatera or incrementd. A unilaterd ITC gppliesto dl investment ina
category, and has been the type adopted in dl previous U.S. legidation for fixed capitd. An incrementa
ITC -- proposed by the Kennedy and Clinton Adminigtrations -- appliesto al equipment investment
above athreshold, which might be specified as some average of the firm's past investment expenditures
or saes or some industry-wide variables. While both types of ITCs provide an incentive to increase
investment, the government would expect to lose less revenue for a given amount of investment -- that
is, would expect a greater "bang-for-the-buck™ -- with an incrementa 1TC.

The threshold creates severd thorny problems for the incrementa ITC. The benefits of an
incrementa I TC would not be digtributed fairly, as firms that have recently undertaken major investment
programs would receive relatively less benefit because of their higher threshold. Further difficulties
would be faced in the long-run, asincentives would exist to “reinvent” the company (in an accounting
sense) every few yearsto lower thethreshold. Ladlly, if the incrementd ITC isin force for severd
years, firmswould face an intertemporal tradeoff that would lower the impact of thisfiscd policy. A
firm that invests today may raise its threshold (depending on the definition) for caculating tomorrow's
tax benfit, thus lowering the overdl stimulus afforded by the ITC. This effect isamplified the longer the
incrementa ITCisin place. These latter two concerns suggest that an incrementa 1TC would be most
useful as atemporary policy providing short-term stimulus to the economy.

I TCs have been implemented in severd other mgor industridized countries. See Jorgenson and

Landau (1993) and Pechman (1987b) for further discussions.

Reasons For Adopting an ITC

The ITC isone of saverd fiscd policiesthat affect firms directly and are available to

policymakers to stimulate economic activity. Other fiscal insruments include the income tax rate,
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depreciation allowances, and the percentage of assat purchase price digible for atax or subsdy. While
an ITC, theincome tax rate, and depreciation alowances can be adjusted so that they al have the same
present vaue to an investing firm (see the entry for the cost of capital), the ITC carries some additional
advantages. Decreasesin the income tax rate affect the returns on both existing and new capitd, and
hence are more cogtly to the government for a given amount of investment incentive. Depreciation
alowances are subject to the uncertainty associated with discount rates (perhaps caused by inflation) or
reped. Theimmediate vaue imparted by the ITC makesit amore potent fisca policy ingrument than
depreciation alowances.,

Between 1962 and 1986, the I TC has been changed severd times (see Tablel). To
understand the reasons for tax legidation changes, it is useful to remember that investment plays two
pivota rolesin the macroeconomy. The congderable volaility of business investment spending isa
prime contributor to short-run fluctuationsin the aggregate economy. Additionaly, the long-run
potentid of the economy is directly linked to the amount of capital available to businesses and the
efficient alocation of that cgpitd among firms. Due to changing views about the structure of the
economy and the possibilities for congtructive public policies, the reasons for adopting an ITC have
varied between some combination of short-run stabilization and long-run alocation gods.

The Revenue Act of 1962 represented amgjor innovation in tax policy by introducing the ITC
asafiscd policy ingrument. Many economists believe that the ITC was adopted initidly to sirengthen
short-run economic activity in the tradition of Keynesian demand management. However, thefirg
Economic Report of the Kennedy Adminigtration reveds that the 1962 Act sought to meet both
dlocation and abilization gods

Thetax credit ... will gimulate investment in capacity expansion and modernization,

contribute to the growth of our productivity and output, and increase the
competitiveness of American exportsin world markets. (ERP 1962, p. 26)



With support from increased government expenditures and other government policies,
the momentum of the recovery is expected to raise GNP ... Prompt enactment of the
proposed tax credit for investment would give the economy further strength. (ERP
1962, p. 12)
Why equipment was the sole focus of the credit is not apparent from the published record. This
qualification is compatible with dlocation goasif postive externdities exist with repect to equipment
investment or afixed relaion exists between equipment and other types of investment. Since, in
regponse to an investment stimulus, firms can vary equipment investment relaively more quickly, an ITC
only for equipment is dso compatible with a stabilization god.

Keynesian economics had come to dominate policymaking by the mid-1960s and early-1970s.

Consequently, the ITC was viewed solely as atool for stabilization when suspended in 1966 and
reinstated in 1967 (U.S. Treasury, 1967, pp. 28-31).

In 1969, the ITC was repeded, and the budget saving was used to remove the income tax
surcharge. Interestingly, despite the ascendancy of Keynesian thought at this time, the repeal was based
on the "condderation of the longer-range issues' because "the nationd priorities of the 1970's did not
require or judtify this specid incentive’ (ERP 1970, p. 31).

Stabilization goa's reemerged when the ITC was resurrected in 1971, as the primary mativation
was to simulate the economy in the short-run, with secondary consideration to the alocation of
resources to capitd for long-run objectives (ERP 1972, p. 69). Concern about a depressed leve of
aggregate economic activity led to anincreasein the ITC in 1975. Thisincrease wasto last only two
years, and was intended to give business "an incentive to undertake some investment now that they
would otherwise have undertaken only later” (ERP 1975, p. 20). Thistemporary ITC was extended on

atemporary basisin the Tax Reform Act of 1976.



During the latter part of the 1970s, questions arose about the usefulness of fiscd policy asa
dabilization tool. Lagsin recognizing the need for afiscal stimulus, passing the appropriate legidation,
and obtaining the desired spending by firms undermined the usefulness of discretionary fisca policy.
Furthermore, owing to both deficienciesin empirica predictions and theoretical foundetions, the
Keynesian model of the macroeconomy logt favor in the economics profession (see Mankiw (1990)).
This disenchantment led to a change in emphas's concerning the reasons for adopting the ITC. When
the ITC was made permanent in 1979, the sabilization god was not emphasized. In the ERP 1978 (p.
10), President Carter stated that ... tax reductions will be the primary means by which Federa budget
policy will promote growth" and that " Stable growth in markets, together with added tax incentives for
business, will lead to risng business investment and growing productivity.” The Treasury's Office of Tax
Policy was more emphétic: "... changesin the investment credit rate should not be consdered in terms
of shortrun stabilization objectives, but for itslongrun effect on capita formation and on promotion of
the best use of available private savings' (U.S. Treasury, 1979, p. 365).

The demise of the stabilization goa was complete by the beginning of the 1980s with the
passage of the Economic Recovery Tax Act of 1981 (ERTA). Among other aspects of this
fundamentd legidation, digtortions affecting the intertemporal alocation of resources were emphasi zed.
As dated by President Reagan, " These changes are moving us away from atax system which has
encouraged individuals to borrow and spend to one in which saving and investment will be more fully
rewarded” (ERP 1982, p. 7). While ERTA had mgor effects on raising investment incentives, this
legidation affected the ITC only dightly by increasing the percentage of the credit available to shorter-
lived equipment, thus creeting a credit uniform across dl digible assets.

The subgtantid incentives in ERTA, dong with ongoing academic and government research,

highlighted an additiona dimension to efficient resource dlocation. Not only must resources be
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dlocated efficiently between consumption and investment, but there is an additiond issue of dlocating a
given amount of aggregate investment among capital assets. That taxes not affect the interasset
dlocation of capita is known as asst neutrdity, which was enshrined in the concept of the "levd playing
fiedd." Theuniform ITC in placein the early 1980s posed mgor problemsfor creating a"leve playing
fidd" for business capitd assets, and was diminated in the Tax Reform Act of 1986. (See Fullerton
(1994) for athorough discussion of tax policy in the 1980s.)

Reviewing tax sysemsin severad industridized countries, Pechman (1987b, p. 3) echoed the
sentiments of many economigs at thet timein noting a"... growing disenchantment amost everywhere
with investment incentives. Opinion iswidespread that they distort the alocation of resources and
generate numerous inequities among industries and firms."

However, the case for asset non-neutraity and an equipment ITC reemerged quickly. Ashas
been the case with the ITC over its history, views about investment incentives are affected by economic
events and research findings. The impressive growth of severd indudtridizing nations called attention to
the strong correl ation between growth and investment spending. Influentia research by Delong and
Summers (1992), combined with alarge body of extant work on developing economies, highlighted the
positive externdities that may be associated with equipment investment (though these research findings
have created controversy). Equipment investment may play a particularly pivota role in encouraging
growth by creating learning externdities or channdling innovations into the production process. These
and other considerations -- such as benefits generated but not captured fully by small businesses --
highlight a divergence between private and socid returns, suggesting a congtructive role for investment
incentives targeted to business equipment.

The Clinton Administration proposed reindituting a permanent I TC for equipment investment

targeted to small businesses. Moreover, faced with a duggish economy, therewas acal for a
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temporary incrementd ITC aswdl. Using the I TC to address both dlocation and stabilization godsis

gmilar to the approach taken by the Kennedy Adminidration thirty years prior, though the temporary
nature of the incrementa I TC and the reasons for the permanent ITC differed. However, no ITCswere

enacted into law in 1993.
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The lmpact of the ITC

Theimpact of the ITC can be viewed in saverd different ways. From an accounting
perspective, profitability and cash flow are affected initidly, though the ultimate effect depends on the
generd equilibrium response of output prices, input prices, and find sales. Economigstend to focuson
the impact of the ITC at the margin; that is, on the find (or additiond) dollar of investment spending.
From amargind perspective, the ITC aso has severd different impacts: the intertempora alocation of
resources between consumption and investment, the interasset dlocation of resources among capita
assets, the overdl leve of economic welfare, the margina cost of funds, and the additiond invesment
per dollar of tax loss. Cdculations of the latter two effects will be reviewed here.

Assessmentsof the ITC at the margin can not be undertaken in isolation, but must consider all
taxesimpinging on the investment decison. The andytic tool used by economigsisthe cost of capitd,
first gpplied to tax policy andysis by Hall and Jorgenson (1967) and used recently by Jorgenson and
Yun (1991) to study tax reformsin the United States. As detailed esewhere in this encyclopedia, the
cost of capitd combinesin asngle measure severd taxes affecting the decision to acquire capital.
Conceptually, the cost of capitd isthe price of "renting” a unit of capita for one period. ThelTC
effectively lowers the purchase price of the asset, and hence the "rentd” that isrequired from the firm.

In asgmulation study representative of those with computationa generd equilibrium modds,
Fullerton and Henderson (1989) calculate the margind cost of funds -- the decrement to total welfare
(measured in dallars) from raising an additiond dollar of tax revenue -- associated with taxes on 38
different types of capita assets. The margina cost of fundsis usudly greater than the $1.00 in new
revenue because of digtortions introduced by taxes. Given the tax code that existed in 1984, their
amulationsreved that reducing the ITC is the mogt efficient way of raising revenue (with available tax

indruments). Due to areduction of distortions among assets, the marginal cost of fundsis only $.62;
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hence, by appropriate reductionsin the ITC, collecting $1.00 of revenue leadsto afdl in consumer
welfare of only $.62. While severa important factors are not represented in this mode (e.g., investment
externdities and stabilization problems), these cd culations suggest that investment decisons are sengitive
to the ITC and its dimination in 1986 was welfare enhancing.

However, when assessed in terms of econometric investment equations, the ITC appearsto
have lessimpact (see Chirinko (1993) for asurvey). Estimates of tax policy effects on investment vary
widely, and these differences are rdlated to some of the key assumptions and caveets used in specifying
the econometric modd. For example, Chirinko and Eisner (1982) andyze the invesment equationsin
Sx quarterly macroeconometric models. In one partiad equilibrium smulation, adoubling of the ITC for
equipment and the ingtitution of a 10 percent credit for structures leads to a"bang-for-the buck™ -- the
additional investment per dollar of tax loss -- of between $.13 and $1.43 (five years after the ITC
increases). The mean vaue for al six moddsis $.84, corresponding to an eadticity (with respect to the
cost of capital) of -.52.

A number of these aggregate equations contain overly restrictive assumptions. When the
investment equetions are reestimated with more generd specifications, the mean impact of tax policy is
lowered ($.47 with a corresponding eagticity of -.29) and the range of results across modelsis
narrowed considerably ($.14 - $.82).

Thus, dmulation studies indicate amore substantial impact of the ITC than obtained from
econometric andyses. Reconciling these differences would begin by examining the many assumptions
maintained in smulation models that may not accurately describe the economy. Alterndively,
econometric estimates of the potency of the ITC may be attenuated by biases arisng from aggregetion,
smultanaity, or measurement error in the cost of capital. In the latter regard, Balentine (1986) reports

that only 8.1 percent of the dollar volume of corporate tax increasesin the 1986 Tax Act (over afive



year period) arereflected in the variables entering the cost of capital. With this and other caveatsin
mind, the empirica results from a wide range of econometric models suggest alimited impact for the

ITC as higoricadly implemented.
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Seedso ASSET NEUTRALITY, COMPUTATIONAL GENERAL EQUILIBRIUM, COST
OF CAPITAL, EFFECTIVE TAX RATES, EXTERNALITIES, SUPPLY-SIDE
ECONOMICS, TAX EXPENDITURES.
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