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June 22, 1971

Treasury Announces Adoption of

Asset Depreciation Range (ADR) System

The Treasury Department has announced the adoption of

final regulations placing in effect the liberalized system of de-

preciation for machinery, equipment and certain other property.

These proposals were originally described by President Nixon on

January 11, 1971.

The rules for the new system—called the Asset Depreciation

Range or ADR System—are basically similar to those which

Treasury proposed on March 12. However, a number of important

changes have been made, including the creation of the Office of

Industrial Economics in the Internal Revenue Service to collect

data from tax returns and other sources to update guideline

classes, guideline class lives, repair allowances, and other elements

of the ADR System from time to time ; the establishment of new
record-keeping and reporting requirements for taxpayers using

the system for use by the Office of Industrial Economics; and an

entirely new provision permitting deductions for repair and

maintenance expenditures based on guideline class "repair

allowances".

The Office of Industrial Economics will analyze schedules from
taxpayers' annual returns providing information as to equipment

acquisitions and retirements ; the Office will also assemble data on

asset lives, repairs, replacement practices, and technological

changes to be obtained regularly from industry and government

sources. These studies—providing for the first time comprehen-

sive and systematic data on the useful lives of assets and the rate

of obsolescence resulting from technological advances—will pro-

vide a basis for future modifications of asset classes, the periods

over which assets may be depreciated, and other aspects of ADR.
The changes in Treasury's original proposals reflect written

comments received following publication of the proposed regula-

tions and testimony at public hearings held on May 3-5, 1971.

Fifty witnesses testified during the three days of hearings. Their

testimony, covering more than 800 pages, and the submissions of

numerous written comments were studied intensively by Treasury

and the IRS before adoption of the new rules.

Asset Depreciation Ranges

As in Treasury's original proposals, the final regulations es-

tablish asset depreciation ranges for various classes of assets

placed in service after December 31, 1970. A taxpayer may elect



to base depreciation of an asset on any number of years within

the designated range of years for that particular guideline class.

The election may be made annually and will apply to all eligible

assets placed in service by the taxpayer in that taxable year.

The minimum and maximum of each asset depreciation range

under the ADR System is 20 percent below to 20 percent above

the "Guideline" lives presently in effect and as amended from
time to time. The useful life is selected from this range for assets

in the year they are acquired, and the life does not subsequently

change for those assets even though the Guideline life for that

asset class may be changed in the future for later acquisitions.

A change from the original proposal provides that if Treasury

lengthens an asset depreciation range during a year, a taxpayer

may choose a depreciation period from the old range for asset

acquisitions in that year.

After selecting the period of years for depreciating an asset,

the taxpayer will determine his depreciation allowance under any

of the allowable methods such as the straight line method, the

declining balance method, or the sum of the years-digits method
of depreciation.

Taxpayers using the ADR System will be required to account

for assets in item accounts or in group accounts by the year

placed in service—so-called closed and "vintage accounts." The
final regulations require the taxpayer to attach to his income tax

return each year a schedule showing asset acquisitions and re-

tirements for the year, including the type and age of equipment

retired.

As under the regulations proposed on March 12, the taxpayer

may elect on an annual basis a new first year convention under

which assets placed in service in the first half of the year are

treated as placed in service as the beginning of the year, and
assets placed in service in the second half of the year are treated

as placed in service at the mid-point in the year.

The "reserve ratio test" contained in Revenue Procedure 62-21

will not apply to assets depreciated under ADR.

Salvage Value

Traditionally, salvage value—the amount the taxpayer esti-

mates he will receive when he retires depreciable property from

active service—has been treated in a variety of ways for tax pur-

poses. Under ADR, the annual depreciation deduction is deter-

mined without taking estimated salvage value into account, but

an asset may never be depreciated below its estimated salvage

value. The ADR System continues this rule, but simplifies and

makes uniform the treatment of estimated salvage value for de-

preciation purposes.

2



Under ADR, the taxpayer must establish the estimated salvage

value of assets when he places them in service. The taxpayer is

permitted by section 167(f) of the Internal Revenue Code to

ignore salvage up to 10 percent of the cost of certain assets, and

he estimates salvage value, if any, in excess of this amount. To
eliminate controversies over minor differences in estimated sal-

vage value, ADR provides that the taxpayer's estimate will not

be adjusted by the Internal Revenue Service unless it is deter-

mined that the proper estimate of salvage value (after the ap-

plication of section 167 (f ) ) exceeds the taxpayer's estimate by

more than 10 percent of the cost of the property.

Repair and Maintenance Expenditures

The ADR System also contains an important new mechanism
designed to end controversies over whether expenditures for the

repair, maintenance, rehabilitation or improvement of depreciable

property may be deducted in the year paid or incurred, or must
instead be "capitalized"—that is, be treated as capital improve-

ments and be depreciated over the useful life of the property.

Both the regulations as proposed on March 12, 1971, and the

final regulations provide that a taxpayer is first required to

capitalize certain expenditures which are clearly capital in nature

—which increase the productivity or capacity of an asset, adopt

it to a substantially different use, or increase the productivity of

the property. The balance of expenditures for repair, mainte-

nance, and rehabilitation—the status of which as deductible items

or capital expenditures is ambiguous—may be treated on an

elective basis under the "repair allowance" provisions. Under

the proposed regulations, the repair allowance was equal to one-

year's depreciation on a straight line basis for the account in

which the assets were included. Taxpayers electing to use the

repair allowance could deduct amounts up to this level without

question on condition that they capitalize the total of such ex-

penditures over that level. The treatment was limited to repair

and maintenance expenditures with respect to assets placed in

service after December 31, 1970, and would have required the

taxpayer to keep extensive and burdensome records.

The final rules greatly improve this system by establishing a

specific percentage repair allowance for each guideline class based

on a Treasury Department evaluation of statistical and other data

by industry classes reflecting industry experience with respect to

such expenditures. The allowance is extended to include repairs

and maintenance expenditures with respect to assets placed in

service before 1971. In general, the specific repair allowance

amounts are substantially less than one-year's straight line depre-



elation on the assets in the guideline class. Determining the re-

pair allowance with respect to all assets falling in any guideline

class made it possible to greatly simplify the ADR record-keeping

requirements.

Other Changes

Other significant changes which Treasury made in the adopted

rules include:

—Capitalization and depreciation of "property improvements"

(the amount of repair and maintenance expenditures re-

quired to be capitalized where the repair allowance is elected)

in vintage accounts rather than by charging such amounts to

the depreciation reserve as under the proposed regulations.

—Automatic approval of changes in depreciation method from

the double declining balance method, where allowable, to the

sum of the years-digits method.

—Extension of the requirement that public utilities "normal-

ize" the tax savings for ratemaking purposes to the savings

resulting from the new first-year convention.

—Provision that public utilities previously entitled to use cer-

tain composite accounts and composite lives under the Guide-

lines may also do so under ADR.

—Extension of an option to taxpayers to exclude from the ADR
System property which is eligible for the investment credit.

—Special provisions for electing the ADR System within 90

days of publication of the final ADR regulations by taxpay-

ers whose taxable years ended in 1971.

—Classification of property which has attributes placing it in

more than one guideline class in the class for the activity in

which the property is primarily used.

—Provisions for correction and adjustment of depreciation ac-

counts and depreciation taken where property has been

mistakenly assigned to an incorrect guideline class.

Revenue Consequences

The Treasury Department estimates that adoption of the ADR
System will result in a revenue loss of $2.7 billion in the calendar

year 1971 ; the average revenue loss over the 10 year period end-

ing December 31, 1980, will be $3.9 billion per year. These esti-

mates are the amounts which would result if the basic levels of



investment and income in the United States remain unchanged

despite the adoption of the ADR System; that is, they do not

take into account substantial anticipated indirect or "feedback"

benefits to the economy which would result in a higher level of

GNP and hence higher tax revenues.

* * * *

In announcing adoption of the ADR System, Treasury also

issued a statement describing the nature of depreciation, the

history of the depreciation provisions of the tax laws, the need

for abolishing the complex reserve ratio test, the reasons for

adoption of the ADR System, the legal authority of the Treasury

Department in adopting these changes by administrative action,

and the anticipated economic effects of the changes. The report

was prepared at the request of Senator Sam J. Ervin, Jr., Chair-

man of the Subcommittee on Separation of Powers, Senate Ju-

diciary Committee.

In addition to the final ADR System regulations and the state-

ment previously described, other documents made available in-

clude: an order establishing the new Office of Industrial Eco-

nomics in the Internal Revenue Service; a Technical Information

Release establishing the new repair allowances for each guide-

line class ; and a survey of experienced revenue agents as to their

experience with depreciation practices, including the application

of the reserve ratio test. The Treasury Decision promulgating

the ADR System regulations and the Order establishing the Office

of Industrial Economics was published in the Federal Register

for Wednesday, June 23, 1971.



June 22, 1971

The Adoption of the

Asset Depreciation Range (ADR) System

The Asset Depreciation Range (ADR) system was adopted
and filed with the Federal Register on June 22, 1971, as section

1.167 (a) -(11) of the Treasury regulations under the Internal

Revenue Code of 1954. Proposed regulations with respect to the

ADR system were published in the Federal Register for March
13, 1971.' Written comments on the proposed regulations were
submitted by interested persons, and public hearings were held

on May 3-5, 1971.- All oral and written comments were carefully

considered by the Treasury Department before promulgation of

the final regulations.

The Treasury Department has concluded that the ADR system
is an essential improvement in tax depreciation policy—both as

a necessary improvement in the administration of the income
tax laws and as an updating of depreciation allowances in light

of current and anticipated conditions. Because of the widespread
public interest in the ADR regulations, the Treasury Department
is issuing this statement discussing the regulations, the major
reasons for their adoption, and their anticipated economic effects.

Following a brief explanation of the nature of depreciation

(pp. 2-5), the main features of the ADR system are summarized
at pp. 6-9. The reasons for adoption of the ADR system are
explained at pp. 47-68 following a review of the history of de-

preciation (pp. 9-27) and an explanation of the reserve ratio

test (pp. 27-47). The statement then sets forth the legal author-
ity of the Treasury Department to issue the ADR regulations (pp.
68-85) and concludes with a statement of the anticipated economic
effects of these changes (pp. 86-97),

I. What Depreciation Is.

Section 167 of the Internal Revenue Code permits as a depre-
ciation deduction a "reasonable allowance for the exhaustion,
wear and tear (including a reasonable allowance for obsoles-
cence)" of assets used in a trade or business or held for the pro-
duction of income. The depreciation deduction is allowed in order
that taxpayers may treat as an expense in determining taxable
income an allocable part of the cost of business assets which have
a limited life. A taxpayer is allowed to deduct from income each
year regularly recurring expenditures such as rapairs, consuma-
ble supplies, heat, light, and power, and salaries and wages.
Similarly, if he buys a machine, the cost of the machine is also
an expense of doing business and must in the same way be re-

covered out of income if the taxpayer is to continue in business.

^ 36 Fed. Reg. 4885 (Mar. 13. 1971). Notice of a public hearing on the proposed regula-
tions was also published at 36 Fed. Reg. 4885, amended by 36 Fed. Reg. 7012 (Apr. 13, 1971)
and 36 Fed. Reg. 7240 (Apr. 16, 1971).

' The proposed regulations for the ADR system produced much comment and considerable
controversy. Written comments were received from more than 150 individuals, corporations
and associations, and 50 witnesses testified at the public hearings on the proposed regulations.



However, since the machine has a life which extends over a pe-

riod of years, its cost must be allocated and recovered over a

number of years.

This allocation is essential if income is to be clearly reflected.

The cost of the machine may not be treated as an expense in the

year the machine is acquired because that would result in under-
stating income for that year. Neither may the allocation of the

cost be spread over too long a period ; income would then be over-

stated during the years of actual productivity of the machine.
The depreciation deduction is designed to allocate the cost of the

machine over the proper period of time, a period which is gen-
erally referred to as the "useful life" of the asset.

This "useful life" of assets is necessarily an estimate—a prog-
nostication—of the period of time in the future during which the

assets will be economically productive. The estimate of the period
of time assets will be productively used—useful life—must be
made when the assets are first placed in service and must take
into account future events that are often unforeseeable and un-
predictable. These include projected engineering and economic
factors, technological developments in the industry, future market
conditions, and other variables. Ordinarily, it may be expected
that the period of substantial economic productivity for similar

assets used by competitive taxpayers within the same industry
will tend to follow the same pattern.

Various methods are used for establishing estimated useful

lives; the guideline class lives and the ADR system are based
on general industry experience. ADR allows an additional range
of tolerance .for changing conditions such as technological im-
provements, automation, increased foreign competition, and other
factors. Section 167 requires that the "useful life" estimate take
into account projected economic obsolescence.

In addition to establishing an estimated useful life, the depre-
ciation deduction depends upon the method of allocating the cost

over the "useful life." The straight line method is the simplest;

the cost of the asset is allocated ratably, in equal amounts, over
the "useful life." The declining balance method allocates a
larger portion of the cost to the earlier years and a lesser portion
to the later years. Thus, an asset costing $100 with an estimated
five year life would be charged at the rate of 20 percent, or $20
per year, to each of the five years under the straight line method.
The double declining balance method would charge $40 to the
first year (twice 20 percent, or 40 percent, times $100), $24 to

the second year (40 percent times [$100 minus $40] the declining
balance), $14.40 to the third year, and so on. The sum of the
years digits method produces deductions similar to those under
the declining balance method.

Both the estimation of useful life and the application of the
method of depreciation determine only the allocation of the total

cost of business assets over a period of years. Estimating a
shorter useful life does not increase the total amount of the de-
duction ; it merely allows the same total deduction over a shorter
period of time. The accelerated methods of depreciation, such as
declining balance and sum of the years digits, permit a greater
portion of the same total deduction in the earlier years.



II. Summary of ADR Provisions.

ADR makes five principal additions to existing depreciation

regulations

:

(1) Machinery and equipment placed in service after Decem-
ber 31, 1970, may be depreciated over useful lives selected from
a range of years 20 percent below to 20 percent above the guide-

line lives established by the Treasury in 1962. The guideline

lives will be amended from time to time in the future.^

(2) Taxpayers may adopt a new first year convention under
which property placed in service in the first half of the taxable
year is treated as placed in service at the beginning of the year
and property placed in service in the second half of the year is

treated as placed in service at the mid-point of the year/
(3) The salvage value estimated by the taxpayer at the time

the account is established ordinarily will not be changed by the
Internal Revenue Service if the facts and circumstances known
at that time do not warrant an adjustment of more than 10
percent of the cost of the assets in the account.^

(4) The taxpayer may elect a system of treating repair, re-

habilitation, and maintenance expenditures under which a certain
percentage of total expenditures for each guideline class may be
deducted currently and any expenditures over that amount are
capitalized and recovered through depreciation. Expenditures
which are clearly capital in nature must be capitalized and re-

covered through depreciation in all events ; the optional treatment
extends only to expenditures whose status as deductible repair
expenses or capital expenditures is ambiguous under present reg-
ulations. The percentage repair allowances were determined on
the basis of Treasury's evaluation of statistical and other data
reflecting industry experience with respect to such expenditures
for asset guideline classes. '^

(5) A comprehensive system of depreciation accounting is

prescribed, requiring in particular the use of closed-end vintage
accounts under which assets are accounted for by year of acquisi-
tion. Taxpayers are required to file annual schedules with their
tax returns providing information on asset acquisitions and asset
retirements by vintage accounts, showing the amount, type, and
age of assets retired. The required information also includes

»Reg. S l-167(a)-ll(b) (2) defines property which is eligible for the ADR system. Reg.
J 1.167 (a)-ll (b) (4) provides asset depreciation ranges. The ranges appear in Revenue Pro-
cedure 71-25. See Internal Revenue Service Technical Information Release No. 1088, June
22, 1971 [hereinafter cited as TIR 1088]. No reserve ratio test wrill be applicable under
ADR. See TIR 1088. § 3. The reserve ratio test is discussed at pp. 27-4 7, injra.

Reg. § 1.167(a)-ll (c) (2) (ii). The existing first year convention permitting all property
placed in service in a given taxable year to be considered placed in service in the middle of
the year continues to be available. Reg. § 1.167 (a)-ll (c) (2) (iii) .

>* Reg §1.1 67 (a) -11(d)(1). The salvage value of each account must be estimated at the
time of filing a tax return for the year assets are placed in service. Certain property which
is eligible for ADR will also qualify under § 167(f) of the Internal Revenue Code which per-
mits salvage value to be reduced by 10 percent of the basis of the property. In no event
may an account be depreciated below salvage value after taking into account the reduction
in salvage value permitted by § 167(f).

"Reg. § 1.167(a)-ll (d) (2). For the treatment of expenditures which are clearly capital
in nature ("excluded additions"), see Reg. § 1.167 (a) -11 (d) (2) (viii) . The repair allowance
percentages are contained in Revenue Procedure 71-25. See TIR 1088. 'Reg. § 1.167(a)-
11(f)(4)(e) requires taxpayers electing the ADR system to provide Treasury information
with respect to expenditures for repair, maintenance, rehabilitation or improvement of
assets to enable the Treasury to revise and update the percentage repair allowances.



experience with respect to the repair, maintenance, rehabilitation,

or improvement of assets in each guideline class.

^

This system of depreciation accounting and information re-

porting will enable the Treasury Department for the first time
to compile data on an annual, systematic basis as to the periods
of actual use of property which is subject to depreciation. Fur-
ther, the system will provide data on repair and maintenance
expenditures that will permit the refinement of rules for expens-
ing or capitalizing such expenditures. In connection with the
ADR system, a new office—the Office of Industrial Economics

—

is being established in the Internal Revenue Service to collect and
review these data and other materials. This will provide a basis
in the future for establishing or changing guideline classes, guide-
line lives, the ranges provided for various guideline classes, the
repair allowances for various guideline classes, and other elements
of the ADR system.^

III. Brief History of Depreciation.

For about 20 years after the introduction of our present income
tax system in 1913, taxpayers were generally given freedom to

determine depreciation allowances. The deductions claimed were
not challenged unless it could be shown by clear and convincing
evidence that they were unreasonable.^ In 1933 the House Ways
and Means Committee recommended a 25 percent reduction of
depreciation allowances for 1934, 1935, and 1936.^° However, the

'Reg. § 1.167(a)-ll(b) (3): Reg. § 1.167(a)-ll (f) (4).

•See infra at pp. 57-59. See Reg. § 1.167 (a) -11 (f) (4) which requires the filing of infor-
mation with respect to the retirement of assets as a condition to the election of the ADR
system. The Office of Industrial Economics was established by an amendment to § 1113.8 of
the IRS statement on organization and functions published at 36 Fed. Reg. 849-90 (Jan. 19,

1971). This amendment was filed with the Federal Register on June 22, 1971.

^ Statement of the Honorable Douglas Dillon, Secretary of the Treasury, before the Joint
Committee on Internal Revenue Taxation, Jan. 18, 1962, at 4.

The Revenue Act of 1913 provided that individual taxpayers could deduct from income "a
reasonable allowance for the exhaustion, wear and tear of property arising out of its use
or employment in the business. Act of October 3, 1913, 38 Stat. 167, § 11(B). Corporate
taxpayers were allowed "a reasonable allowance for depreciation by use, wear and tear of
property, if any." 38 Stat. 172, § 11(G) (b). In 1916 the depreciation provisions were modi-
fied for both corporations and individuals to provide for a reasonable allowance for deprecia-
tion of property arising out of its use or employment in the business or trade. Act of Sep-
tember 8, 1916, 39 Stat. 759 (individuals), 39 Stat. 768 (corporations).

See Bureau of Internal Revenue, Regs. 74 and 77, Art. 205, which provided that "[w]hile
the burden of proof must rest upon the taxpayer to sustain the deduction taken by him,
such deductions will not be disallowed unless shown by clear and convincing evidence to be
unreasonable." See also, address by Under Secretary of the Treasury Marion B. Folsom,
National Press Club Luncheon Meeting, March 24, 1954, where Under Secretary Folsom
stated

:

Prior to 1934, the taxpayer had wide leeway as to the amount which he could

write off each year against his current income as allowance for the cost of ma-
chinery, equipment and buildings. So long as his policy was consistent and in accord-

ance with sound accounting practice, the tax authorities raised little question, real.z-

ing that the cost could be written off only once.

1" In a report dated December 4, 1933, the Ways and Means Committee of the House of

Representatives had recommended a reduction of depreciation allowances by 25 percent for

the years 1934. 1935 and 1936. This proposal was rejected, however, after Secretary of the

Treasury Henry Morgenthau, Jr., assured the Ways and Means Committee that the desired

result could be achieved administratively, stating:

It is intended that this end shall be accomplished, first, by requiring taxpayers to

furnish the detailed schedules of depreciation (heretofore prepared by the Bureau),
containing all the facts necessary to a proper determination of depreciation; second,

by specifically requiring that all deductions for depreciation shall be limited to such
amounts as may reasonably be considered necessary to recover during the remaining
useful life of any depreciable asset the unrecovered basis of the asset; and, third, by
amending the Treasury regulations to place the burden of sustaining the deductions

squarely upon the taxpayers, so that it will no longer be necessary for the Bureau to

show by clear and convincing evidence that the taxpayers' deductions are unreason-



Treasury Department assured the Committee that similar results

could be achieved administratively by shifting the burden of proof

as to depreciable lives to the taxpayer, and this action was then

taken by the Treasury Department.'^ The Committee approved
this significant revision of the administration of the depreciation

provisions in lieu of legislative action.'-' The effect of reducing
depreciation allowances by 25 percent at that time would have
been to increase tax revenues by $65 million, an amount equiva-

lent to 11 percent of business tax liabilities.

From that time forward, useful life was largely determined by
reference to standardized lives prescribed in the Internal Reve-
nue Service's Bulletin "F"," and the taxpayer had a heavy burden
of proof to sustain any shorter life for an individual asset. In

1942, Bulletin F was revised, and in 1946 the concept of the de-

clining balance method of depreciation was recognized for the

first time.'' Substantial controversy between taxpayers and the

able. These changes will increase the revenue substantially, and, although difficult to

estimate, records indicate that the amount of the increase in revenue will equal that
which would result from the proposal of the Ways and Means Committee.

Letter from the Secretary of the Treasury to the Chairman of the Ways and Means Com-
mittee, House of Representatives, January 26, 1934, in H. Rept. No. 704, 73rd Cong., 2d
Sess. 8-9 (1934).

"T.D. 4422, Xni-1, C.B. 58 (1934).

12 The Ways and Means Committee gave this explanation in its report on the Revenue
Bill of 1934:

Your committee believes that the plan of the Secretary will be the best course to

pursue. It will give greater equity and increase the revenue by as great an amount
as the subcommittee plan. Consequently, no changes in the existing law are recom-
mended. It should be observed that it is proposed not only to reduce the rates where
they may be excessive, but also to reduce the allowance by spreading the unrecovered
basis of any asset over the remaining useful life. This method of applying the depreci-

ation rate to the cost of the asset reduced by depreciation previously allowed has long
been used in Great Britain. In the opinion of your committee, it w.ll automatically
effect large reductions in these allowances.

H. Rept. No. 704, 73rd Cong., 2d Sess. 9 (1934). See also, S. Rept. No. 558, 73rd Cong., 2d
Sess. 11 (1934).

"The earliest edition of Bulletin "F" was a pamphlet dated August 31, 1920, under the
Revenue Act of 1918 which contained no schedule of suggested average lives but defined
depreciation as follows:

Depreciation means the gi-adual reduction in the value of property due to physical
deterioration, exhaustion, wear, and tear through use in trade or business.

Obsolescence was treated as a separate and supplemental factor in computing the deprecia-
tion allowance where the facts supported an additional amount.
As to the rates or lives to be used in computing depreciation and obsolescence, the orig-

inal Bulletin "F" of 1920 stated in the Introduction:

The Bureau does not prescribe rates to be used in computing depreciation and ob-
solescence, as it would be impractical to determine rates which would be equally appli-

cable to all property of a general class or character. For this reason, no table of

rates is published. The rate applicable and the adjustment of any case must depend
upon the actual conditions existing in that particular case.

Bulletin "F" was first revised in January 1931 at which time the first schedule of

suggested lives was published as a separate pamphlet entitled "Depreciation Studies—Pre-

liminary Report of the Bureau of Internal Revenue." The schedule? provided lives for

individual assets used by industry groups (steel, food products, rubber goods, etc.).

1* In I.T. 3818, 1946-2, C.B. 42, the Internal Revenue Service held that the use of the

declining balance method of computing depreciation would be approved for federal income
tax purposes, provided it accorded with the method of accounting regularly employed in

iceeping the books of the taxpayer and resulted in reasonable depreciation allowances and
proper reflection of net income for the taxable year or years involved.

Internal Revenue Service approval of the declining balance method of computing deprecia-

tion was a significant action. In enacting § 167(b) of the 1954 Code (which prescribes

rules governing accelerated methods of depreciation). Congress sought to provide greater
certainty for determining the proper amount of depreciation deductions. No objection was
raised to I.T. 3818. See H. Rept. No. 1337. 83rd Cong.. 2d Sess. 22 (1954). Section 167(b)
provides that certain methods of computing depreciation will be allowed in determining a
reasonable allowance for depreciation. The last sentence of § 167(b), however, expressly

states that nothing in ii 167(b) should be construed to limit or reduce an allowance otherwise
allowable under § 167(a).
The Internal Revenue Service in Rev. Rul. 57-352. 1957-2. C.B. 150, amplified. Rev. Rul.

59-389. 19.59-2 C.B. 89, clarified. Rev. Rul. 67-248, 1962-2 C.B. 98, approved the use of 150

percent declining balance depreciation for certain property that does not meet the require-

10



Internal Revenue Service as to proper depreciation allowances
had begun following the 1934 action by Treasury and continued
until the next major administrative change in depreciation polic\^
which occurred in 1953.i-^

In 1953, a new policy designed to reduce administrative con--
troversies was promulgated in Revenue Ruling 90, which pro-
vided that beginning on May 12, 1953

:

''[I]t shall be the policy of the Service generally not to
disturb depreciation deductions, and Revenue employees
shall propose adjustments in the depreciation deduction
only where there is a clear and convincing basis for a
change. This policy shall be applied to give effect to its
principal purpose of reducing controversies with respect
to depreciation." ^^

That policy was later incorporated into the regulations under the
Internal Revenue Code of 1954." It is generally conceded, how-
ever, that the change was not thereafter effective in reducing
substantially the number of depreciation controversies ^^

The Internal Revenue Code of 1954 made major changes in
the provisions of law affecting depreciation. Congress authorized
the use of the declining balance method at twice the correspond-
ing straight line rate and the use of the sum of the years-digits
method of depreciation.^^ Section 167(d) was added to authorize
written agreements between the Internal Revenue Service and
taxpayers specifically dealing with the useful life and rate of de-
preciation of any property. However, no change was made in the
basic standard that there was to be allowed as a depreciation
deduction "a reasonable allowance for the exhaustion, wear and
tear (including a reasonable allowance for obsolescence)" of
property. '

also, S. Rept. No. 1662, 83rd Cong., 2d Sess. 26. 28 (1954i and T KrnLS t^^I
^^^^^ J'^^

nomic Incentiupt 47 nQ=;n^ ^"ai^^„ ioo< j .
^>^^^^> ^"" ^- ivimmel, 1 axes and Eco-

l,^iy^\
incentives 4/ (1950) ( Since 1934 depreciation has been one of the most contmversial aspects of federal income tax administration.").

contro-

Rev'^Rul ^9"l'- ms'fr'R ^4?- f- Pf'^t'''''J°'
implementing this policy were set forth in«ev. ±tui. ai, 195d-l C.B. 44, clarified. Rev. Proc. 57-18, 1957-1 C.B. 748.

"Reg. §1.167(a)-(l)(b) The Revenue Act of 1942 provided that the excess of theproceeds from disposition of a depreciable asset over its adjusted basis would be taxed ascapital gams This change coupled with the accelerated depreciation provTsions of the 19?l

t^Cns Iss^u^ed In I9'
s'"

ThTTo'f
^^^ '

'.'^^'^^"' life'' concept which was reflecl^d L the rei,a-
fZ^.l- ^ \ A ^lu^^^ ?^?^ regulations moved away from the concept of nhvsical lifefocusing instead on the period of use in the taxpayer's business. Section 1245 of the Inter'nal Revenue Code, added in 1962, reversed the provisions of the Revenue Act of 1942 Ind"

ll'^Z f \^f* ^T% °". disposition of certain assets would be ord^arv income-not caottal

fessen7d tb^/'^H^'V*
°^ depreciation deductions previously taken. Section ml sfgnificantTylessened the need for restrictive interpretations of useful life and facilitated thfriOfiTJi

SrineT)."""'"
''"'"''"' '"^'^ ^' '''' ^''''- ^'^ S- Kept. No 188r87t^h'cong', 2d Sest

a'&uf.Xrr/H^U"^/uTy^\?^^^^^^^^^ ^" ^°""^'=*'- -^^ ^^^^ release^MrfccS:

"Internal Revenue Code 5 167(b).
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The 1954 Code as passed by the House would also have provided

that the depreciation period used by the taxpayer could not be

changed unless the period estimated by the Internal Revenue
Service varied by more than 10 percent from the period estimated

by the taxpayer. The Report of the Ways and Means Committee
stated that this provision was not intended to affect the 1953

administrative action of Revenue Ruling 90.-" The Senate Finance

Committee deleted the 10 percent statutory range of tolerance

concluding that the objectives of the provision had already been

achieved by the 1953 administrative action.-^

In the period following the enactment of the 1954 Code, the

Treasury Department continued to study depreciation questions,

including the methods of determining useful life. In the late

1950's, a major project to revise Bulletin F was undertaken, but

Treasury subsequently indicated that the results of this study "did

not give adequate recognition to increasingly rapid obsolescence

and, consequently, did not indicate a sufficient shortening of use-

ful lives in many cases." --

In 1962, Revenue Procedure 62-21, the so-called Guidelines,

introduced a fundamental change in the concept of depreciation.-^

As a substitute for the thousands of asset classifications of Bul-

20 See H. Rept. No. 1337, 83rd Cong., 2d Sess. 24-25 (1954) where the Ways and Means
Comm i ttee stated

:

The bill also provides that the Internal Revenue Service may not disturb a deprecia-

tion rate used by a taxpayer so long as the useful life determined by the Internal

Revenue Service to be correct does not differ by more than 10 percent from the useful

life used by the taxpayer.
At the present time, the Internal Revenue Service has announced that, as a matter

of administrative policy, internal revenue employees will not disturb depreciation de-

ductions unless there is a clear and convincing basis for a change. The committee's
bill is not intended to affect that particular administrative policy in any way nor is

it intended to be a statutory substitute for that policy. However, if the Commissioner
finds by clear evidence that the useful life of property as estimated by the taxpayer is

too short, but the difference between the Commissioner's estimate and that of the tax-

payer is 10 percent or less, the bill provides that no change can be made by the

missioner. Moreover, should the Commissioner decide to withdraw present adminis-
trative policy, the bill provides statutory assurances to taxpayers that in no event will

Internal Revenue Service employees disturb the taxpayer's estimate of useful life

where judgment as to its duration differs by less than 10 percent.

It is hoped that by providing a minimum statutory leeway for the taxpayer in mak-
ing his estimates of useful life, most of the needless friction in this area will be
eliminated.

21 See S. Rept. No. 1662, 83rd Cong., 2d Sess. 28 (1954) where the Senate Finance
Committee stated:

Your committee has eliminated the '10-percent leeway' rule provided by the House
bill, designed to assure a specific zone of administrative tolerance in the determination

of service life. Under this provision, the Internal Revenue Service would not be per-

mitted to disturb a depreciation rate unless the corrected rate differed by more than
10 percent from the useful life uses [sic] by the taxpayer. It appears that this pro-

vision would be considered inadequate and unsatisfactory by some taxpayers, and
might be a substantial source of misunderstanding and distortion. The practical ef-

fect of eliminating this provision in assuring flexibility in administrative policy should

not be great since policies already announced by the Internal Revenue Service under
recent rulings should afford taxpayers freedom from annoying minor changes which
would disturb the original estimate of service life.

" Statement of the Honorable Douglas Dillon, Secretary of the Treasury, before the Joint

Committee on Internal Revenue Taxation, January 18, 1962, at 6.

In 1957. the Internal Revenue Service, at the request of the Treasury Department,
undertook a study to reivse and update Bulletin "F" as announced in the Internal Revenue
Bulletin 1957-1, page 26. The study group, as announced by Commissioner Harrington in

a news release dated February 18, 1957, consisted of two outside consultants, a representa-

tive from the Internal Revenue Service and a representative from the Treasury Department.
The conclusions of this study were presented to Commissioner Harrington on February

7, 1958, with a wide variation in the recommended increase or decrease of estimated lives for

various industries. For most industries no change in life from the 1942 Bulletin "F" was
recommended. In some cases as much as a 10-25 percent reduction in lives was recom-
mended (water transportation, optical manufacture), and in other cases an increase of
10-15 percent was recommended (aircraft and motor transportation, printing and pub-
lishing) .

« 1962-2 C.B. 418.
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i"u '
^^^^^^ ^^^^ grouped by broad industrial classifications

and by certain broad general asset classifications, with a "guide-
line life" established for each of these classes. Approximately 75
classes were created. Taxpayers were advised that if their de-
preciation deductions for assets within a particular class did not
exceed the amounts that would be obtained by applying the guide-
line life to all 3ssets falling within that class, their deductions
would not be disturbed. A "reserve ratio test" discussed in detail
below (pp. 27-47), was also introduced, but its application was
suspended for three years.
The guideline lives were approximately 30 percent to 40 per-

cent shorter than Bulletin F lives.^^ It was anticipated that the
changes would result in a revenue loss of $1.5 billion, or approxi-
mately 5.5 percent of annual business tax liabilities at that time
In discussing the revenue loss. President Kennedy stated

:

"Business spokesmen who have long urged this step
estimate that the stimulus to new investment will be far
greater—perhaps as much as four times greater—than
the $1.5 billion made available. In any event, it is clear
that at least an equal amount will go into new income
producing investment and eventually return to the Gov-
ernment m tax revenues most, if not all, of the initial
costs." '5

At the same time. President Kennedy also explained the rea-
sons for the change, stating:

I'AJlthough the executive branch has long been author-
ized by statute to allow reasonable deductions for depre-
ciation based on obsolescence as well as wear and tear,
the Internal Revenue's Bulletin F has never been changed
since its publication in 1942, despite the vast and ap-
parent changes in the rate at which modern machinery
in a new age of technology can become obsolescent and
require replacement." ^'^

Douglas Dillon, Secretary of the Treasury, added

:

"The guidelines will not be allowed to become outdated—as was the case for so long with Bulletin F, which the
new guidelines replace. Our revision of depreciation
guidelines and rules recognizes that depreciation reform
is not something that, once accomplished, is valid for all

P„v,i^^^^*'''"x?'"*
GMtdeZtnes and Rulee. U.S. Treasury Department, Internal Revenue Service

?hP ^^n-H° r °.--
^^'^ *^-^2>'. i"'^ 19<^2, at 1 [hereinafter cited as Depreciation ^uide^iZf^

^^t„f f "^
^'^J

averaged 32 percent less than those contained in Bulletin ''f" for the

t^P TrP« "^ industry and 21 percent less than those in use by manufacturers covered in

and Rules Lrv^Vr-lof^r""* ^ff
President John F. Kennedy on Depreciation Gufdefinea

TV,» i-!,%V ^ 1- ' ^^^ [hereinafter cited as statement by the President, July 11, 1962].The gudeline lives were also estimated to be "15 percent shorter than the lives in actualuse by 1.100 large corporations which hold two-thirds of all the depreciable asslts in manu-facturing." Statement by Douglas Dillon, Secretary of the Treasury on the issuance S tt^Neiu Depreciation Guidelines and Rules, July 11, 1962 [hereinafte; cited as statement bySecretary Dillon, July 11, 1962]. Each taxpayer was instructed to "continue to base his

^!«= '"^ 1% ^^''' °" ^'^ ,T" ^^?.* estimate of the period of their use in his trade or busi-ness, but taxpayers could use the guideline lives as a matter of right for a period of three

ZZ\-J^\-f'''^f^^'f''^^^^ ''^t'^.'^^l^
"•'^^'- indications that the taxpayer's replacer^entpractices did not conform with the depreciation claimed and were not even showing atrend in that direction. See text at pp. 27-47, infra.

*= Statement by the President, July 11, 1962.
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time. It reflects an administrative policy dedicated to a

continuing review and updating of depreciation stand-

ards and procedures to keep abreast of changing condi-

tions and circumstances. The experience under the new
guideline lives, industry and asset classifications, and
administrative procedures, will be watched carefully with

a view to possible corrections and improvements. Peri-

odic reexamination and revision will be essential to

maintain tax depreciation treatment which is in keeping

with modern industrial practices." -^

However, depreciation allowances and procedures have not been

significantly revised since 1962. The 1962 Guidelines established

no method for regular, systematic collection of data as to asset

acquisitions and retirements by taxpayers, and except for changes

in the reserve ratio test in 1965, no significant changes have
until now been made in the guideline classes or guideline lives.

The 1962 action represented a fundamental change in concept

because it permitted depreciation deductions based on "useful

lives" determined by reference to industry-wide experience but
substantially shortened from the experience shown by most tax-

payers within an industry. It treated assets as a class, rather

than as individual assets—as a stock of capital even though assets

within a class were heterogeneous with respect to ages, useful

lives, and physical characteristics. Assets within the class would
have individual lives far longer and far shorter than the guide-

line class life. For example, the category "office furniture and
equipment," which includes items as diverse as desks and chairs

and electronic computers, was established and given a single

guideline life of 10 years. Similarly, broad industrial categories

were given a single guideline life. For example, all manufactur-
ing assets used in the "chemical and allied products" industry
were given a guideline life of 11 years. All assets used in air

transport, regardless of their nature, were grouped in a single

class for which a guideline life of six years was established. This
list of guideline class lives was published as a substitute for

Bulletin F.'«

Thus, the 1962 action abandoned the asset by asset approach
of the prior administrative treatment of depreciation, which had
generally resulted in a particularized determination of the useful

life of each of the taxpayer's assets. While a reserve ratio test

was introduced, though suspended in its application, it was also

to be applied with reference to guideline classes. Except as the
reserve ratio test was violated, taxpayer depreciation deductions
were in effect governed by industry-wide standards, reflecting a
liberal determination of industry averages of periods for which
broad classes of assets were used. The guideline procedure

—

Revenue Procedure 62-21—made no provision, however, for the
treatment of repair and maintenance expenditures."^

^J Statement by Secretary Dillon, July 11, 1962.

^Depreciation Guidelines at 1.

"Id. at 54 (Question and Answer No. 33).
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Except for amendments to the reserve ratio test in 1965, dis-

cussed at pages 34-38, no significant administrative or legislative

changes in depreciation occurred from 1962 to 1969.^° In the Tax
Reform Act of 1969, Congress added section 167 (j) to the Code
limiting the use of certain accelerated methods of depreciation in

certain cases and made certain other changes in the methods of
depreciation without affecting the reasonable allowance stand-
ard.^^ The repeal of the investment credit by the 1969 Act pro-
voked requests from members of Congress that the Treasury
Department undertake a study of the adequacy of then existing
depreciation allowances. Treasury officials informed the House
Ways and Means Committee that administrative depreciation
reform would be considered. In July 1970, in response to a request
from Senator Jacob K. Javits, the Treasury Department submitted
to him a detailed analysis of certain economic considerations
with respect to various depreciation changes."-

During 1970, the Treasury Department also gave extensive
assistance to the President's Task Force on Business Taxation
which recommended revision of depreciation policies in its report
published in September 1970. Following further study, the out-
lines of the ADR system were announced on January 11, 1971,
and proposed regulations were published on March 13, 1971.

Over 150 written comments were received with respect to these
proposals. Three days of public hearings were held on May 3-5,

1971, at which 50 persons testified, resulting in over 800 pages
of transcript. The. written comments and the testimony were
thoroughly considered prior to adoption of the regulations on
June 22, 1971. Two major changes in the proposed regulations
were made as a result of the comments and testimony

:

(1) The Office of Industrial Economics was established to in-

sure that guideline classes, guideline lives, the repair allowances
for various guideline classes and other elements of the ADR sys-
tem do not become outdated in the future.

(2) The repair allowance has been simplified and made more
generally applicable ; a specific repair allowance has been provided
for each guideline class. ^^

2° A study prepared by a member of the Treasury staff, Richard L. Pollock, was published
in 1968. R. Pollock, Tax Depreciation Policy and the Need for the Reserve Ratio S'est

(1968).

31 The Tax Reform Act of 1969, Pub. L. 91-172, added § 167 (j) to the Code which limits
depreciation on new nonresidential property acquired after the effective date of § 167 (j) to
150 percent declining balance depreciation. Used property thereafter acquired is limited to
straight line depreciation, except that 125 percent declining balance depreciation can be
used for certain used residential property. Section 167 (k) of the Code specifically provided
that depreciation on certain rehabilitation expenditures for low and middle income housing
can be taken on a straight line basis over a 60 month period. Section 167(1) was added to
freeze the then-present situation with respect to the treatment of depreciation for rate
making purposes by certain public utilities. Sections 169, 184, and 187 M'ere added to the
Code to permit the cost of certain pollution control facilities, railroad rolling stock, and
coal mine safety equipment to be recovered over a five year period. None of these sections,
however, will limit or reduce an allowance for depreciation otherwise allowable under
§ 167(a).

82 See 116 Cong. Ree. E6964 (daily ed. July 23, 1970).

3' A number of more technical changes were also made in the final regulations rs a
result of written and oral comments received on the proposed regulations. See Treasf^ry
News Release annoxincing adoption of the ADR regulations (June 22, 1971).

15



IV. The Reserve Ratio Test.

The ADR system will be applied without a reserve ratio test.

An understanding of this test is essential to a discussion of the

reasons for adopting the ADR system.

Concept and Method

The reserve ratio test was adopted as part of the guideline

procedure in 1962, subject to a three year moratorium on its

actual application, and was later revised and modified in 1965.

The test was to provide a mechanical method or set of procedures

to test whether the taxpayer's actual period of use conformed to

the "useful life" for tax purposes. Because of certain tolerances,

if the taxpayer's actual replacement schedule for depreciable as-

sets in a particular guideline class was no more than 20 percent

longer than the guideline life the test would be considered to be

met.'-' Its stated purpose was to provide "an objective basis for

comparing the tax lives used and replacement practice." ^'' In its

basic concept, the reserve ratio test utilized the principle that the

relationship JDetween the average useful life for tax purposes of

assets in group, composite, or other multiple asset accounts can
be compared with the average actual period of use by comparing
the amount of accumulated depreciation reserves with the total

investment in depreciable assets in the account. This provides a
measurement of total past depreciation deductions relative to the
depreciation base.

A simple example will illustrate the basic concept of the test:

assume a taxpayer buys five machines, each costing $100 on
July 1 each year which it depreciates on a straight line basis
over a three year useful life and retires each machine when it

has been in use for exactly three years. After the taxpayer has
been in business for over three years, it will have in use at the
end of each year five six month old machines, five one and one-
half year old machines, and five two and one-half year old ma-
chines. The total depreciation taken on all the machines still in

use would be:

In the six month old machines (5 times 1/6 of
$100) $ 83.33

In the one and one-half year old machines (5 times
1/2 of $100) 250.00

In the two and one-half year old machines (5 times
5/6 of $100) 416.67

Total $750.00

^* Depreciation Guidelines at 2-3, 6, 52-53. Question and Answer 28 provided:

Question: What do the upper and lower limits of reserve ratio ransres represent?
Answer: The upper limit of the reserve ratio range is the reserve ratio for a taxpayer's

gruideline class which would result if the assets in that class were used for a period 20
percent longer than the class life used by the taxpayer. The lower limit of the reserve
ratio range is the reserve ratio for a taxpayer's guideline class which would result if the
assets were used for a period 10 percent shorter than the class life used by the taxpayer.

s5/d. at 6.
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Since the total cost of the 15 machines was $1,500, the reserve

ratio—the ratio of total depreciation to original cost—would be
0.5. If the machines were actually used for four years, but depre-
ciation was continued to be based on a three year useful life, the

total depreciation taken on all machines in use at the end of the

fourth year would be $1,250, the total cost of machines still in

use would be $2,000, and the reserve ratio would be 0.625.

A "normal" reserve ratio (0.5 in the above example) which
would occur if the tax life conforms to the actual period of use
can be determined under various sets of circumstances and x;an

be used as a test ratio.

In essence, the reserve ratio test relied on a comparison of the
taxpayer's reserve ratio with the test ratio—the ratio which
would exist if the retirement schedule conformed to the presumed
life cycle authorized by the guideline. If the taxpayer has suf-

ficient amounts of fully depreciated property still in use, these
assets will have depreciation reserves equal to their cost and his

actual reserve ratio will be higher than the test reserve ratio.

Conversely, if the taxpayer retires amounts of assets before their

useful life for tax purposes has expired, the ratio of depreciation
reserves to total asset costs will be lowered.

In cases where the reserve ratio test applied, if the taxpayer's
reserve ratio exceeded the test ratio, subject to certain tolerances,

exceptions, and transition allowances, there was a presumption
that (1) his account contained more than the acceptable amount
of overage assets, (2) his replacement cycle was therefore too
much slower than the guideline life cycle, and (3) his tax life

used for depreciation purposes was therefore unrealistic and
should be lengthened.

Tabular Version of the Test (1962)

The initial guideline procedure of 1962 provided only the
"tabular" version of the reserve ratio test, so called because it

relied on a series of tables which prescribed test ratios for dif-

ferent methods of depreciation, different test lives, and different

rates of growth for the asset account.""^ Provision in the tables

for a wide range growth of rates, both positive and negative, was
essential to cover the variety of possible situations. Fast growing
accounts with a heavy representation of new assets which had
little accumulated depreciation would have lower reserve ratios

than stable or declining accounts. The latter would tend to have
high ratios due to the heavy representation of older assets with
large accumulated depreciation reserves. There were a number of

steps in applying the tabular form of the test ^' but the net result

3«/d. at 31-42.

3' Application of the tabular form of test involved the following steps and procedures:
1. Determination of taxpayer's reserve ratio. First, the reserve ratio was determined by

dividing the depreciation reserve for a particular class of assets by the original cost plus
capital additions and improvements (or other basis) of these assets.

2. Ascertaining the rate of growth. The next step was to ascertain the rate of growth
of the guideline class by computing the ratio of assets in the class at the close of the current
year to the assets in the class one replacement cycle earlier. This step was necessary
because the expected reserve would be lower as the growth rate was higher.

3. Test life determination. The taxpayer would then proceed to find his "test life." The
test life would be:

—the guideline life, if the taxpayer used a life equal to or longer than the guide-
line;
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was that if the taxpayer's ratio exceeded the upper limit of the

indicated test ratio range, he was potentially subject to a length-

ening of his tax lives. Conversely, if his ratio was below the lower

limit, he was eligible for a shortening of tax lives. The lengthen-

ing was generally 25 percent under the original 1962 action, but

was later liberalized; a shortening of tax lives was generally 15

percent.

Initial Three Year Moratorium

For the first three years of the guideline procedure, the use of

guidelines was permitted as a matter of right without regard to

the reserve ratio test. During this initial three year grace period

or moratorium, taxpayers were not required to meet the test and
apparently many taxpayers would not have initially qualified for

the guidelines or have been able to continue their use if the reserve

ratio test had been immediately effective.

Trending Rule

In addition to the three year moratorium, taxpayers were in-

itially granted a transition rule. This rule gave them a period

(beginning with 1962) equal to the guideline life for the class in

question—which varies from three to 60 years—to bring the

reserve ratio within the upper limit of the anplicable reserve

ratio range, provided the ratio was moving or trending toward
the limit in this period.-'*

Availability of "Facts and Circumstances" Test

If the taxpayer failed the reserve ratio test, he could always
demonstrate by reference to his particular "facts and circum-
stances" that his depreciation deduction was nonetheless justified.

Thus, the reserve ratio test was merely an additional procedure
interposed in the depreciation administrative process prior to the

traditional individualized review of all relevant facts and cir-

cumstances.

Guideline Version of the Test (1965)

As part of the revisions in the 1962 guideline procedures an-

nounced in 1965, a new and alternative form of the reserve ratio

- the life previously justifieil, where he used a below guideline life which was equal

to or longer than the life i)rev:ously justified;

—the life used in the preceding year, where the taxpayer wished to establish a below
guideline life shorter than he had previously used;

—the life used in the current year, where the taxpayer wished to justify use of the

life he had been using for half a cycle; or
—the life to which the taxpayer had been lengthened, in all cases where an upward
adjustment in life had been made.

4. Comparison of reserve ratio with reserve ratio ranije in "reserve ratio table." The
final step in applying the test was to locate the appropriate reserve ratio table depending
upon the depreciation method (straight line, 200 percent declining balance, I.IO percent

declining balance, or sum of the years digits), and ascertain the cell in the table correspond-

ing to the taxpayer's test life and growth rate. If the taxpayer's ratio exceeded the upper
limit of the indicated test ratio range, he was potentially subject to an upward life adjust-

ment in accoidance with prescribed rul<s. If his ratio was below the lower limit, he wai
eligible for a downward life adjustment. See Depreciation Guidelines at 42 for illustrativa

adjustments of class lives.

=^ Proper trending was shown if the amount by which the reserve ratio exceeded the

upper limit for any taxable year was lower than it was for any one of the three precedinK

taxable years. Depreciation Gnidelinea at 28.

18



test was introduced.^-' The original tabular form of the test had
proved defective since its assumption of a regular compound
interest growth pattern was unrealistic. The tabular form fa-

vored taxpayers whose growth reflected particular irregularities.

At the same time, the tabular form unfairly discriminated against
taxpayers whose growth had been concentrated more towards the
earlier part of the cycle, and whose actual ratio was therefore
high relative to the test ratio. Other defects of this type made it

necessary to rely on the 20 percent leeway to avoid unwarranted
failures of the reserve ratio test, and even this tolerance was not
always adequate.
To cope with this problem, the "guideline" form of the reserve

ratio test was introduced in 1965. This alternative was an effort

to allow the taxpayer to compute a reserve ratio standard tailored
to his individual circumstances—in particular, his special pattern
of growth or irregular changes in capital expenditures during the
preceding life cycle.

Despite the deficiencies of the tabular form of the test, it con-
tinued to be made available to taxpayers; the option to use the
tabular form or the guideline form was made an annual one.
Taxpayers who failed under one version of the test might qualify
under the other. Like the tabular form, the guideline form of
the test built in a 20 percent leeway in the retirement schedule
as compared with the tax life.^"

Transitional Allowance

Two additional rules were introduced in 1965. Both were ap-
plicable for a period of one guideline life beginning in 1965. A
"transitional allowance rule" in effect extended the three year
moratorium by raising the upper limit of the standard reserve
ratio (either tabular or guideline form) by a specified number of

39 Rev. Proc. 65-13, 1965-1 C.B. 759.

*" A taxpayer testing or electing to use the guideline form of the reserve ratio test followed
a procedure outlined in the following headings. The basic objective was to cari-y out a
comparison of the taxpayer's actual reserve ratio with the reserve ratio limit determined by
dividing the total "cost of assets" acquired during the "extended life" for the guideline class
into the total "computed reserve" for the same period.

Costs of assets. The cost of assets for any year was the annual investment in assets
(without reduction for retirements or depreciation) in the guideline class. The annual in-
vestment included the cost of all assets acquiied during the year regardless of present status,
i.e., it included assets even if they had been discarded or depreciated in part or in full. For
example, if $30,000 of assets were ac(iuired in 1959 and by 1965, $5,000 of those assets had
been sold or retired, $30,000 was nevertheless to be entered.
Extended life. The extended life, for any guideline class, was the test life for that class,

usually guideline life, plus 20 percent of such test life. In effect this permitted the taxpayer
to qualify under the test although he had overage or fully depreciated assets on hand equiva-
lent to the acquisitions in the 20 percent leeway period prior to the preceding life cycle.

If the "extended life ' included a fractional part of a year, the fractional part applied
to the year preceding the oldest full year of the extended life and only the proportional part
of the cost of assets for such year was to be used. For example, in the case of a 14.4 year
extended life, the fraction (40 percent) would apply to the 15th preceding year. For
such 15th year, only 40 percent of the cost of assets was to be entered.
Computed reserve. To obtain the computed reserve, the cost of assets for each year wa3

multiplied by the appropriate annual factor from the table of annual factors. That table
provided annual factors appropriate for each test life and depreciation method (e.g.,

straight line) used for a guideline class.

Different depreciation methods applied to a guideline class account. If the taxpayer used
more than one depreciation method with respect to different assets in the same guideline
class, he was to record the cost of assets depreciated under each method on a separate form.
However, in computing the re.serve ratio limit, the total cost of assets on each such form
was to be added and the grand total divided by the grand total of the total computed re-
serve for each such computation.

Mortality dispersions. Like the tabular form, the guideline form assumed all the assets
in the account were retired at the same time with no dispersion of mortality around the
average life. This has been characterized as capricious and nonsensical. ADR Hearings at
357-358 (testimony of George W. Terborgh).
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percentage points, starting at 15 for 1965 and phasing out gradu-
ally over the guideline life period. One-third of the 15 percentage
points (five points) phased out over the first half of the transi-

tional period; the remaining two-thirds (10 points) over the sec-

ond half of the period.

Minimal Adjustment Rule

A "minimal adjustment rule" reduced substantially the permis-
sible lengthening of tax lives under the 1962 Guidelines. Under
the 1962 guideline procedure, if the reserve ratio test was not
met, and the taxpayer was unable to demonstrate, under all the
facts and circumstances, that no adjustment was warranted, use-

ful lives could be lengthened by roughly 25 percent.

Under the 1965 "minimal adjustment" rule, if (1) the trending
requirement was not met, (2) the "transition limit" (the sum of

the upper limit of the standard reserve ratio range plus the tran-

sitional allowance) was exceeded, and (3) if the taxpayer was
unable to demonstrate, under the facts and circumstances, that
a lengthening adjustment was not warranted, useful lives were
to be lengthened under a sliding scale. If the actual reserve ratio

exceeded the transition limit by less than 10 points, the useful life

could not be lengthened by more than 5 percent. If the transition
limit was exceeded by 10 or more points, the useful life could not
be lengthened by more than 10 percent.'^

Deficiencies of the Test

New and "Green" Accounts

A major weakness of the reserve ratio test in both the tabular
and guideline forms is its inability to furnish any significant

measure of the correspondence between tax life and replacement
cycle for a new account until a considerable period of time has
passed. To determine whether the upper limit has been exceeded,
the time required would be a period equal to at least 120 percent
of the tax life; the new account could not possibly fail the reserve
ratio test for a period equal to the tax life plus the 20 percent
leeway allowed by the test.

Since a large proportion of businesses are short-lived or oper-
ate under conditions where part or all of their depreciable prop-
erty would be characterized as a "green account," the reserve
ratio test has only limited relevance. In addition, since a new
business or one with new or "green" accounts was in effect per-
mitted to use the guideline life without any effective test of its

retirement schedule for one life cycle plus the leeway afforded
under the reserve ratio test, the reserve ratio test gave an advan-
tage to new businesses. By contrast, the depreciable property ac-
counts of older businesses would be subjected to the test imme-
diately after the three year moratorium plus the expiration of the
transition allowance. Therefore, as between two businesses seek-
ing to use a liberal guideline life—one a new business and the
other a business with a historical experience (a seasoned ac-

" Rev. Proc. 65-13, 1965-1 C.B. 759, 768-771.
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count) which might subject it to the reserve ratio test and so

deny it the right to use the shorter life—the test tended to give

more favorable treatment to the new business by assuring it

undisturbed use of the guideline life for a considerable period.

Stand-by Property

One of the unresolved problems in the operation of the reserve

ratio test was the treatment of overage property retained for

stand-by purposes or for a possible change in demand or other

economic conditions which would make its use profitable. In de-

termining the taxpayer's actual reserve ratio for purposes of the

test, all fully depreciated assets still in use or in the taxpayer's

possession generally were to be included in the appropriate guide-

line class property account, and a 100 percent depreciation re-

serve for such assets was to be included in the accumulated total

for the guideline class. Thus, assets held in a stand-by or non-
productive capacity, and assets not being used but not yet

scrapped, could cause failure of the reserve ratio test. Conse-
quently, a taxpayer who retained a moderate stock of fully de-

preciated property as stand-by or for use as peak load capacity,

or on the chance of a future return of profitability, risked a
lengthening of the tax life of the great bulk of his depreciable

assets in active use.

Since growth was taken into account in arriving at the test

ratio, the only way for taxpayers to avoid failing the reserve

ratio test was to retire overage assets. Thus, the reserve ratio

test in eff"ect created a tax bias in favor of scrapping capital

equipment that might still be useful for stand-by purposes, for

peak production periods, for national emergencies, or for other

emergency demands of various kinds. This elTect would be clearly

felt where a growing business weighed the discarding of relatively

small amounts of overage equipment against the consequences of
failing the reserve ratio test and suffering a lengthening of the
depreciable life on an entire guideline class of property. Busi-
nesses do not readily destroy or dispose of useful resources, but
they may be expected to do so when the benefits of retaining these
resources are less than the tax benefits of retaining a shorter
depreciable lief on a very large amount of property.*- It is pos-
sible to keep the demand for new equipment at a high level to

modernize American industry and stimulate technological ad-
vance without wasting currently or potentially useful assets.

Hindsight Nature of the Test

The most fundamental defect of the reserve ratio test, how-
ever, is that it looked solely backward. That is, it reflected only
what the taxpayer has done in the past—in some cases the rather
ancient past—and thus gave guidance for the future only to the
extent that history repeats itself. The very nature of the reserve
ratio test is inconsistent with the most salient reason given for

" Defenders of the reserve ratio test point to the 20 percent leeway rule as amelioratintt
the stand-by problem, but the argrument is unconvincing. The 20 percent tolerance had
other functions, such as offsetting the effect of technical errors due to irregular growth and
giving the taxpayer some flexibility in the timing of retirements and replacements. It ia

difficult therefore to expect it to handle the stand-by problem also.
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adopting the guideline lives—that depreciation policies prior to

1962 were based on past replacement policies and, for that rea-

son, had "inadequately reflected the fast-moving pace of economic
and technological change." '' The 1962 Depreciation Guidelines

w^ere designed to "correct this fundamental flaw and . . , recognize

that obsolescence is a continuing factor in business life which
our tax administration must take fully into account." •*•* A re-

serve ratio test measures only the past practices of the particular

taxpayer and does not take this factor into account.

The reserve ratio test could well signal a need for lengthening

of assets' life when the exact opposite is required. A guideline

class of assets, for example, office furniture and fixtures, might
now primarily consist of computers and automated accounting

systems while in prior years it was composed primarily of type-

writers and adding machines. The fact that a particular taxpayer
held his adding machines and typewriters for a period of time
longer than their estimated useful life for tax purposes does not
necessarily signal a longer class life today. Because of rapidly

changing technologies in the computer field at the present time,

the class might have a far shorter average life after giving due
effect to a "reasonable allowance for obsolescence."

Another instance where the reserve ratio test would be mis-
leading is a situation in which a taxpayer, or perhaps a number
of taxpayers in an industry, "mark time" in their retirement and
replacement policy while awaiting the development to commer-
cially feasible use of a new type of machine or a whole new proc-

ess innovation which would outmode their old equipment, but
would itself probably be subject to faster wearing out or obso-

lescence. The situation here would call for shorter lives for the

new equipment, not longer lives dictated by the artificially delayed
retirement of the older type of equipment.

While a "facts and circumstances" analysis, if administratively
feasible, might prevent these results, the reserve ratio test itself

would be inadequate in such cases. Furthermore, its false signals

might tend to prejudice the negotiation of a correct forward-
looking life by the taxpayer and the revenue agent.

Reserve Ratio Test Never a Practical Reality

From its inception the reserve ratio test exhibited a number
of serious difficulties, both practical and conceptual. The prob-
lems arising from its application and its impact on taxpayers us-

ing the guideline lives were recognized to be so great that the
1965 transition rules were adopted to extend the 1962 moratorium
so that the test would not begin to have practical eff"ect for a
number of additional years. As a practical matter, therefore,

there generally has been little or no reserve ratio test in effect for

the nine years since introduction of the guidelines in 1962, al-

though the transitional allowance is phasing out so that the test

would begin to have real potential effect for 1971 and later years.

"Statement of Secretary Dillon, July 11, 1962.
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Complexity of the Test

In the opinion of many observers, the complexity of the reserve

ratio test in its two alternative forms and its related rules, op-

tions, transitions, phase-outs, and adjustments has made it virtu-

ally unworkable/-'
During August of 1962, following promulgation of Revenue

Procedure 62-21, two or three senior revenue agents from each
of the 60 district offices were brought to Washington for intensive

training as instructors in the guideline procedures. They, in turn,

conducted training sessions in each of their respective district

offices for all of the resident revenue agents. Despite these efforts

some 87 percent of the experienced revenue agents in the Service
at the present time consider the reserve ratio test of the guide-
line procedures to be unworkable and impractical because of its

complexity, its tolerances or limitations. Eighty-eight percent of
experienced revenue agents favor abandoning the test. Thus, de-
spite intensive training of revenue agents in the intricacies of the
reserve ratio system, few agents are able to apply the test in all

its complexity.^''

Seventy-five percent of the IRS conferees who handle disputed
or unagreed depreciation issues beyond the revenue agent level

have found that the reserve ratio test is not helpful in reducing
controversies over useful life.^" Furthermore, the complexity of
the test suggests that its application is an unwarranted burden
to taxpayers. The application of the reserve ratio test is not a
unitary proposition for each taxpayer. Rather, it is a multiple
procedure since it has to be repeated for each guideline class (a
taxpayer would typically have several classes) with sub-computa-
tions for property under different depreciation methods. For
many taxpayers both the tabular and the alternative guideline
form would need to be explored year after year, with possible
projections into the future, to get some evaluation of the tax-
payer's probable tax depreciation status—an important consider-
ation in financial planning and investment decisions.

Risk of Adjustments in Useful Life

The United States was unique in providing a reserve ratio
test. No other country apparently has employed an objective
rule of this type in its depreciation system. Comparison of guide-
line lives in the United States with tax lives provided in other

^^ See, e.g., Hearings on the Proposed Repulat'ons Under Section 19(17 of the Internal
Revenue Code of 195J, Relating to the Asset Depreciation Range Sustem before the U.S.
Department of the Treasuiy, Internal Revenue Servire, at 331 (11)71) (testimony of Charles
W. Stewart). ("[T]he reserve ratio test is unworkable, is so complex as to be beyond the
comprehension of many corporate taxpayers, and not lilcely to lend itself to meaningful,
equitable, and consistent administration.") [These hearings are hereinafter cited as ADR
Hearings. ] Others have suggested that the reserve ratio test is relatively easy to compute.
Id. at 222a-23 (testimony of Martin David); Id. at 545-46 (testimony of J. D. Coughlan).

"•^ The percentages cited above were derived from a survey of Internal Revenue Service
revenue agent and engineer personnel conducted in May 1071. Over 3,500 Internal Revenue
Service employees with over five years' experience responded to a questionnaire prepared Ijj'

the National Office of the Internal Revenue Service. The sui'vey was designed by experienced
Internal Revenue Service officials to determine whether the administrative difficulties with the
reserve ratio test system perceived l)y National Office personnel were consistent with the
views of field personnel. This IRS survey has been made available to the public. The percent-
ages in the text may be obtained from Part 11, Questions 4 and 10. [This survey is herein-
after cited as IRS Field Survey. ]

"IRS Field Survey, Part III, Q. 4.
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countries therefore has been misleading to the extent it ignored
the existence of the reserve ratio test in this country, which in-

troduced a risk or contingency element in depreciation allow-

ances not apparent from the guideline life structure by itself.

V. Reasons for Adoption of ADR System.

There are two major sets of considerations which led to the
decision to adopt the ADR system

—

(1) The necessity from the standpoint of administration of
the internal revenue laws for a comprehensive and improved
system for dealing with the allowance for depreciation and the
integrally related problem of repair and maintenance expendi-
tures; the long history of unsatisfactory controversy over Bulle-
tin F ; the fundamental defects of the reserve ratio test ; the mag-
nitude of the problem of extensive facts and circumstances dis-

putes with a substantial number of taxpayers; the logic, prac-
tical importance, and greater equity of relying on industry aver-
age lives ; the need to move towards neutralizing depreciation
as a competitive factor ; and the necessity of providing a depre-
ciation accounting system which would produce regular, syste-
matic data for use in establishing industry lives and repair al-

lowances—all these factors dictated the adoption of the ADR
system,

(2) The statutory requirement that depreciation deductions
include a "reasonable allowance for obsolescence" required a rec-
ognition of changing circumstances, current and anticipated,
which call for permitting taxpayers to select lives from a range
which includes lives shorter than those permitted by existing
guidelines. The ADR system recognizes current and potential
obsolescence as a result of recently imposed environmental con-
trol requirements, an increasing level of foreign competition, and
high rates of capital formation since 1962 which suggest rapid
incorporation of technological improvements. These and other
factors indicate that depreciation allowances should not be tied
to the past history of the individual taxpayer—an unreliable
guide to the period of future productivity of the taxpayer's stock
of capital assets.

The Problem of Administration

Depreciation deductions are presently being taken in about
10 million tax returns. Because of manpawer constraints, the
Internal Revenue Service has only approximately 150 deprecia-
tion specialists devoted primarily to depreciation work. While
revenue agents audit the simpler depreciation accounts of many
taxpayers, they are not trained and generally cannot be trained
to deal with complex depreciation accounting, the intricacies
of which are growing in scope. Despite intensive training
within the Internal Revenue Service, few revenue agents are
able to apply the reserve ratio test in all its complexity. Nor
are they generally qualified to make engineering judgments
about the useful lives of individual assets or asset classes. More
often than not, revenue agents have been forced to use industry
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norms, or published guides such as Bulletin F, as a ceiling with-
out regard to individual retirement practices. ^^ The specialists
qualified to do this work are able to consider depreciation issues
in roughly 10,000 tax returns annually (one-tenth of 1 percent of
returns with such issues), and these are primarily returns of
larger corporations.^'^

The institution of the guidelines in 1962 and the effective
suspension of the reserve ratio test until the present time have
resulted in taxpayers generally using the guideline class lives or
shorter lives. When the guidelines were introduced, the reserve
ratio test was suspended because it would have resulted in wide-
spread disqualification for use of the guideline class lives and
consequent inequities. When the test was about to take hold in

1965, it was efi'ectively suspended again to prevent failures.
Rather than seek ways to postpone further its effect, Treasury
considers it sounder to acknowledge the basic and irreparable
defects of the test and abolish it.

If the test were applied, all taxpayers who fail the test could
be expected to assert that they are entitled to the guideline
class lives on a facts and circumstances basis. ^" If this should
occur among only 5 percent of taxpayers claiming depreciation,
audits would- be required in 500,000 cases if the tax laws are to
be applied uniformly—an increase of 20 percent in the total
number of audits performed in 1969 and far beyond the present
capacity of the Service to accomplish effectively and equitably.

Taxpayers are not required to elect guidelines in their tax
returns, as ADR would require, but may wait until audit to do
so.^^ Since a small percentage of taxpayers have formally

^^ See IRS Field Survey, Part I, Q. 10, which indicates that prior to the issuance of Reve-
nue Procedure 62-21, 80 percent of IRS revenue agents accepted lives claimed by, taxpayers
as long as the lives claimed equaled Bulletin F lives without regard to individual retirement
practices. During this same period, about 60 percent of field revenue agents indicated that
they recognized a 10 percent or greater tolerance in the depreciable life claimed by the
taxpayer before proposing adjustments (Part I, Q. 11), and almost half of the revenue agents
permitted useful lives after audit shorter than that reflected by actual retirement practice.

*^ Essentially all of the depreciation issues in the National Office of the Internal Revenue
Service are handled by the Appraisal Section of the Engineering and Valuation Branch
with a present staff of 14 technical man-years. Approximately 30-50 percent of the Ap-
praisal Section's time is presently devoted to depreciation case issues (four to seven man-
years), other activities deal mainly with valuation matters and investment credit issues.
Of the field engineering staff totaling 224 specialists, 87 are natural resource engineers

whose time and efforts are devoted largely to depletion and valuation issues in the oil, timber,
and mining industries with only relatively minor emphasis on the depreciation issue.
The remaining 137 engineers and appraisers devote their efforts primarily to depreciation,

valuation, and repair issues in the manufacturing construction, transportation and public
utilities industries.

Generally, this later group of engineers consider depreciation and repair issues in every
case, but these are not generally the primary issues. The average workload of this group is

20-30 taxpayer cases per year and each case may involve two to three tax return years per
taxpayer.

Therefore, it may be estimated that engineer specialists consider depreciation and repair
issues in about 10,000 tax returns each year (mostly large corporations).

60 The IRS Field Survey suggests that a significant number of taxpayers claiming deprecia-
tion during the period since 1962 have used "facts and circumstances" to justify the tax
lives claimed rather than the reserve ratio test of the other rules of Rev. Proc. 62-21 (Part
II, Q. 8).

^1 Depreciation Guidelines and Rules, U.S. Treasury Department, Internal Revenue Service
Publication No. 456, Revised Aug. 1964, Question 66, at 75.

The 1966 Statistics of Income, Busi^iess Income Tax Returns, U.S. Treasury Department,
Internal Revenue Service, Publication 438 (6-69) reports approximately 9 million returns
claiming depreciation deductions, of which roughly 7.4 million were proprietorships, partner-
siiips and subchapter S corporations. Of this total, 62,000—or less than 1 percent—showed
that tiiey had elected to employ Revenue Procedure 62-21 (the depreciation guideline sys-

tem). Id., Table 2A at 24-25, Table 3.9 at 170, and Table 4.5 at 190. Since taxpayers are
not required to elect Rev. Proc. 62-21 in their returns but are permitted to wait until audit
to do so, this figure probably vastly understates the number of taxpayers who are relying
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"elected" guidelines, a great number of taxpayers are apparently

claiming lives even shorter than the guidelines on their returns.

This circumstance makes even more apparent the administrative

impossibility of evaluating depreciation deductions claimed by a

large percentage of taxpayers on the basis of facts and circum-
stances.

Thus, continuation under Revenue Procedure 62-21 without a

major change was not possible. Further, the guidelines made no
provision for, but in fact exacerbated, the problem of expensing
or capitalizing repair and maintenance expenditures. The shorter
guideline lives gave rise to a greater number of disputes because
revenue agents often asserted that particular repair expenditures
should be capitalized because they would extend the life of the
assets beyond the guideline life. Depreciation allov^^ances and re-

pair and maintenance expenditures are intertwined for any busi-

ness taxpayer and require an integrated solution, as ADR pro-

vides.

Similarly, the issue of salvage value must be resolved in any
comprehensive system for dealing with depreciation. If this is

not done, the area of dispute will merely shift to the salvage
issue. The ADR system requires that salvage be established

when assets are first placed in service. Certain property which
is eligible for ADR will also qualify under section 167(f) of the
Internal Revenue Code which permits salvage value to be re-

duced by 10 percent of the basis of property. In no event may
assets be depreciated below salvage value. However, since the
determination of salvage value is at best an estimate, minimal
adjustments to salvage value will not be made. ADR provides
that the taxpayer's estimate will not be disturbed unless the pro-
posed adjustment would change the estimate by more than 10
percent of the cost of the assets in the account. On the other
hand, if the adjustment would exceed this limitation, the entire
adjustment will be made. Thus, the rule is merely a constraint
on audit adjustments; it is not an additional 10 percent expansion
of the rules of section 167(f).
The Guideline system—for nine years while the reserve ratio

test has been made largely ineffective—recognized the impossi-
bility of administering the depreciation provisions on an indi-

vidualized basis. The ADR system is realistic and forthright
in recognizing this same impossibility. ADR gears the annual
depreciation allowance and the repair allowance to industry
average lives and experience. This avoids the inordinate com-
plexities of the reserve ratio test, the competitive inequities be-
tween new and old businesses posed by the reserve ratio test,

the artificial and unwise pressure to scrap stand-by and other
usable but unused facilities, and the fundamental error of the
test in looking at an individual's past practices to judge the

upon usinpr the puidel.ne lives. However, the majority of IRS experienced revenue acents
indicated that most taxpayers do not use the depreciation guidelines, and as the size of the
taxpayer decreases, the number of taxpayers usinR the guidelines decreases. IRS Field Sur-
vey, Part II, (.i. 1 and '2. This feature of the Guideline system further comi)licates admin-
istration. Taxpayers will often claim depreciation deductions based on useful lives shorter
than the guideline life intendinK to ar(;ue "facts and circumstances" with the knowledKe
that they may elect the puideline life upon audit. This would not be permitted under the
ADR system; taxpayers would be renuired to elect the ADR system at the time of filing
their income tax returns. Reg. 5 1-167 (a)-ll (f) (1).
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period of future utilization of the newly acquired stock of capital

assets.

In holding that a "reasonable allowance" for depreciation

(including a "reasonable allowance" for obsolescence) should be
based on industry experience, not the individual taxpayer's past
experience, ADR adopts a rational concept. Taxpayers in a par-
ticular industry, competing in free markets, will tend to move
toward similar production processes, will tend to use similar
equipment, and will tend to retire equipment on similar schedules.

Over any given time period, however, the individual taxpayer is

subject to events which are both nonrecurrent and unique to that
taxpayer. In addition, individual experience is frequently weight-
ed by results of negotiation with revenue agents. The Treasury
survey in 1959-1960 of tax depreciation rates in use by large
corporations for property acquired after 1953 discloses variances
among taxpayers in the same industry. For example, the re-

sponses of two major companies who manufacture electronics

equipment indicated that one company was basing its deprecia-
tion deductions on an average useful life of 6 years, while the
other was claiming an average life of 11 years on its tax returns.
Such differences in useful lives are far larger than could be
accounted for by differences in asset mixes ; over time, varied
"settlements" in different IRS field offices, involving concessions
on various issues, and the application of ad hoc standards, had
produced a bewildering array of useful lives. An indusfry as a
whole is much less sensitive to such events, and, consequently,
industry experience is more reliable than individual experience.

Thus, ADR represents the Treasury Department's conclusion
that a reasonable allowance for depreciation (including a rea-
sonable allowance for obsolescence) need not necessarily be
based on the taxpayer's individualized experience but may be
based on industry-wide experience. The past experience of the
particular taxpayer is not a better guide to the future period of
productivity of assets newly being acquired than the experience
in the taxpayer's industry as a whole. The taxpayer's own past
experience may well have been affected by a variety of abnor-
malities—difficulties in obtaining financing, labor difficulties, a
period of depression in the taxpayer's business, or other factors.

ADR recognizes that neither the reserve ratio test nor any other
objective rule is an adequate guide to depreciation deductions,
and that resort to a myriad of individualized "facts and circum-
stances" is simply administratively unworkable, given the num-
ber of potential disputes that would arise.

The commitment to use industry experience makes appro-
priate a range of allowable lives which includes the experience,
in general, of those taxpayers in the industry who have shorter
replacement cycles. This will prevent competitive inequities,

and reflects the likelihood that taxpayers will tend toward use
of the most efficient production processes and thus the most
efficient turnover of their capital assets. Allowance of shorter
lives is also necessary in order to avoid having a large percentage
of taxpayers continually seeking to establish that their own in-

dividualized prior experience, based on a mass of historical data
from which they may make selections, justifies a shorter tax life.
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The burden of additional controversies that would result is mani-
fest. Accordingly, ADR permits use of any life 20 percent

shorter to 20 percent longer than the guideline class lives.

The ADR system will largely end the bulk of disputes in

the depreciation and repair and maintenance categories and will

enable the Internal Revenue Service to use its limited audit

personnel for more intensive audit of other issues, such as tax
fraud, for which standardized treatment is not appropriate.

At the same time, the ADR system establishes a comprehen-
sive system of depreciation accounting which permits the re-

trieval of annual, systematic, nation-wide data on asset acquisi-

tions and retirements. Thus, the periods of actual use of assets,

as well as equivalent data on repairs and maintenance expendi-
tures, will be available for study. The key to this system is a
requirement that closed-end vintage accounts be used so that asset
acquisitions and retirements in a guideline class may be identified

by years.

The ADR system also establishes a data analysis program in

the Internal Revenue Service which will provide a basis for
future changes in guideline classes, guideline lives, and repair
allowances as dictated by actual industry experience; for the
adoption, of new guideline classes and lives ; and for other moni-
toring of the effectiveness of the ADR system.
More explicitly, the ADR system requires detailed reporting

by all taxpayers who elect to use it and establishes an Office of
Industrial Economics in the Internal Revenue Service. This
office is separate from offices directly concerned with taxpayer
compliance. Taxpayers will be required to file schedules annually
with their returns showing basis of assets, salvage value, and
other data which will permit determination of retirements for
each ADR class. The reporting requirements will not be burden-
some to taxpayers; they call only for basic information essential
in determining depreciation.
The functions of the new Office of Industrial Economics will

include

—

(1) Collection of data, maintenance of information files, and
regular publication of analyses. Data pertaining to industrial
asset management practices will be derived from tax returns,
other government sources of information, published materials
in the private sector, and special surveys by the Office of In-
dustrial Economics.

(2) Receipt of petitions from taxpayers representatives seek-
ing revisions in asset classifications or prescribed ranges; con-
duct of investigations needed to evaluate proposals to amend or
revise asset classifications and ranges; and recommendations of
changes that appear to be justified.

(3) Maintenance of direct liaison with the Bureau of the
Census and the Office of Business Economics within the Depart-
ment of Commerce for the purpose of enlarging the economic
data base relating to capital stocks, obsolescence rates, and
capital consumption.
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Recognition of Changes in Conditions

As stated by President Kennedy and Treasury Secretary
Douglas Dillon in 1962, and as restated by President Nixon and
Treasury Secretary David M. Kennedy in 1971, depreciation al-

lowances must be periodically updated to reflect modern indus-

trial practices. Despite the inadequacy of currently available

data with regard to historical obsolescence and the impossibility

of predicting future obsolescence with certainty, ^the Treasury
Department is charged by the Internal Revenue Code with the
responsibity for eliminating obsolescence in order to permit rea-
sonable depreciation allowances. Precise measurement of the
rate of economic and technological obsolescence is, of course,

not possible.^- It appears, however, that technological changes
and other events which have occurred since 1962 will have the
effect of rendering machinery and equipment obsolete more rap-
idly; that is, the average period of economic useful life of as-

sets is likely to continue to decline.

During the past half-dozen years, the United States has ex-

perienced a growing under-utilization of manufacturing capacity—even in tbnes of full e7nployment. This growth in excess
capacity during periods of full employment suggests increasing
obsolescence resulting from a high rate of investment which
has enabled taxpayers to introduce new technology at rates faster
than usual.

In previous periods of relatively full employment, such as
1950 to 1953 and 1965 to 1966, the ratio of manufacturing out-
put to capacity was about 90 percent. Since 1968, however,
there has been a dramatic increase in "excess" capacity as
measured by business survey responses. The volume of excess
capacity rose significantly during 1968-1969, years of full em-
ployment. In both years, U.S. businesses were producing an
additional 4.5 percent of output a year while adding roughly
6.5 percent a year to capacity. When excess capacity is in-

creasing at a time of full employment, increased obsolescence
is suggested : new machines and equipment are producing at a
greater rate and old machines are less utilized.

There is other evidence of technological change which sug-
gests a decrease in the useful economic lives of assets and an

"- The lack of such information becomes apparent from a review of the methodology of
the survey of depreciation practices which led to the 1962 depreciation revision. In estab-
lishing guideline lives in 1962, the Treasury Department relied primarily upon a survey of
depreciation claimed on tax returns. Only in nine industry categories were engineering
studies conducted and these studies proved inconclusive with respect to estimating historical
obsolescence and were to a large part ignored in setting the present guideline lives. The
determination of a single guideline life from such data necessitated a judgment based upon
a variety of factors.

Unfortunately, when the guideline lives were set in 1962, no method for obtaining data
with respect to actual retirements of assets by vintage was provided. The depreciation re-

vision of 1962 did not specify any method of accounting for tax purposes which would
produce such information. No limitation on the form of accounts was imposed; old assets
were included in the system, and no requirement that taxpayers maintain records pertaining
to acquisitions by year was included. Thus, no information with respect to the age of assets
when retired from business use is currently available.
A new survey of taxpayers or collection of information from taxpayers to determine the

useful lives currently being used for tax depreciation purposes would not be meaningful.
Useful lives for each industry category will generally range from periods shorter than the
guideline life to the guideline period. From about 1962 through 1970, the guideline lives

have generally been accepted by the Internal Revenue Service without question and it is

unrealistic to believe that depreciation lives longer than the guideline period have been used
to any significant extent. Some information could be collected to indicate roughly the cur-
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increasing rate of obsolescence." The dramatic shift to auto-
mation in recent years represents a marked change in production
technology. This trend toward automation suggests a shortening
in the periods of economic usefulness for equipment—even for
the first wave of automated equipment such as computers. Other
specific illustrations of the effects of technological change have
been presented in the

:

—machine and tool industry ^*

—mining industries ^^^

—railroad industry ^"

—paper industry,"^ and

—public utilities, ^^

Federal and state pollution control legislation and regula-
tions enacted since 1962 will also require the replacement of sig-

nificant amounts of equipment. Moreover, the trend toward even
stricter environmental control standards is likely to produce
additional legislation and regulations which will result in further
obsolescence of plant and equipment.^'-*

In 1962, the Treasury Department recognized that allowing
depreciation based upon the guideline lives would not be suf-
ficient to place American producers on a comparable basis with
foreign competitors with respect to the tax treatment of capital

rent "reserve ratios" and thereby provide some information as to the amount of fully de-
preciated assets still in use. But since old assets are currently kept in the same accounts aa
new assets and records pertaining to acqu.sition and retirement by vintage have not pre-
viously been required, such information would not be particularly meaningful in evaluating
the adequacy of the present guideline lives. The ADK system provides for the first time for
systematic periodic collection of information with respect to the age of business assets at the
time of their ret.rement.

^ See, e.g., ADR Hearings at 56-77 (testimony of Congressman John B. Anderson) ; and
Report of the President's Task Force on Business Taxation at 11 (September 1970).

^* ADR Hearings at 334 (testimony of Charles W. Stewart, discussing the impact of de-
velopments such as numerical control technology).

^ Id. at 632 (testimony of John R. Greenlee, discussing the recent shifts to the use of
pellet facilities).

^' /rf. at .561-63 (testimony of Frank E. Barnett, discussing the replacement of telegraph
communications by dial-type telephone operations and the imminent replacement of micro-
wave system by underground cable communications). See also. id. at 579 (testimony of Paul
M. Zeis, discussing obsolescence in railroad rolling stock caused by special, equipment-tailored
cars built for individual shippers).

"Id. at 759, 766-67 (statement of Thomas R. Long, discussing the trend toward large,
single in-line processing units and the use of diffuser washers in the last 10 years as a con-
trol device in connection with the use of lasers to control knjives and trimming).

^ Id. at 647 (testimony of John C. Dunn); Id. at 665-67 (testimony of Gordon Corey,
discussing the recent trend toward nuclear power); Id. at 498, 500 (testimony of James H.
Maloon, discussing the development of liquified natural gas).

^^ See, e.g., ADR Hearings at 69-70 (testimony of Congressman John B. Anderson, dis-
cussing the general impact of national environmental policy to hasten the replacement of
business assets) ; Id. at 117 (testimony of CliflFord D. Siverd, discussing the effect of pollu-
tion control legislation on the chemical industry); Id. at 339 (testimony of Charles W.
Stewart, discussing the impact of pollution control legislation on the types of furnaces used
in the foundry business) ; Id. at 449 (testimony of Ward C. McCallister, discussing the ef-
fects of pollution control and federal safety legislation on capital requirements of the gas
industry) ; Id. at 505-06 (testimony of H. W. Close, discussing the expenditures required as
a result of pollution control legislation in the textile industry); Id. at 618 (testimony of
Fred W. Peel, discussing the impact of pollution control and mine safety legislation on
obsolescence in the mining industry); Id. at 657, 659, 664 (testimony of Gorden Corey, dis-
cussing the shortening of useful lives in the electrical industry due to pollution control leg-
islation) : Id. at 680, 683 (testimony of Herbert Cohn. discussing the impact of pollution
control legislation in the electric industry) ; Id. at 760 (testimony of Thomas R. I>ong,
discussing the equipment changes in the paper industry for environmental improvements).
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investments. A substantial reduction in depreciation lives

coupled v^ith the investment tax credit was considered necessary
to approach the goal at that time.*^"

Today, there is evidence that foreign producers in many in-

dustries have more modern facilities than their U.S. counter-
parts, "^ and that the force of international competition will

necessarily result in an increasing rate of retirement of U.S.
plant and equipment in favor of modernized facilities. This
modernization is essential if American producers are to compete
effectively with those of foreign nations. The United States

has the lowest percentage of investment in productive facilities

in relation to Gross National Product of any of the principal

industrialized nations.''^

Depreciation allowances for machinery and equipment in the
United States have been far less than the comparable allowances
for machinery and equipment in other industrialized nations.

This is well documented in the Report of the President's Task
Force on Business Taxation, which unanimously concluded that
this circumstance is a serious deterrent to the modernization
of United States plant and equipment,''^ American industry is

today faced with intense competition in many areas from modern,
well-equipped foreign industrial plants. The ADR system is an
essential step toward narrowing these competitive advantages
enjoyed by foreign producers. '^^

90 statement of Secretary Dillon, July 11, 1962. Secretary Dillon added:

Depreciation has been a major problem of U.S. tax policy for decades. As a deduction used
in determining the taxable income of a business, it directly affects the rate of recovery of
invested capital. For that reason, it plays a vital role in business investment decisions—

a

major factor in determining a nation's rate of economic growth. Faster economic growth is

essential if we are to reduce unemployment and provide jobs for the millions of workers
coming into the labor force. Equally important, the investment level is closely related to
productivity, hence, plays an important part in determining the competitive position of U.S.
producers in world markets. We must be competitive if we are to reduce our balance-of-
payments deficit and stem the drain on our gold stocks. Depreciation rates are, therefore,
important not only to the welfare of business, but to the welfare of every American citizen.

The investment credit was terminated by the Tax Reform Act of 1969. See Internal Reve-
nue Code of 1954, § 49. added by Pub. L. 91-172, § 703(a).

'^Report of the President's Task Force on Business Taxation at 7-11 (Sept. 1970); ADR
Hearings at 59, 62-63 (testimony of Congressman John B. Anderson); ADR Hearings at 33
(testimony of Senator Charles H. Percy).

'2 Organization for Economic Cooperation and Development, The Growth oj Output 1960-
1980, at 46 (Dec. 1970).

*^ Report of the President's Task Force on Business Taxation at 10-11.

•* The following chart indicates a comparison of cost recovery allowances in the United
States prior to the 1969 Tax Reform Act, under the regulations in effect prior to ADR and
ander the ADR system with comparable allowances in 11 foreign nations:
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It is apparent, therefore, that there have been major changes
since 1962 which require updating of the guideline lives. In
the absence of precise data as to increasing obsolescence, but
concluding on balance that there has been or is likely to be a
significant increase, Treasury has adopted the ADR system to
permit taxpayers to use any life within a range 20 percent above
to 20 percent below the guideline lives. As previously stated, the
industry-wide guideline lives and classes will be refined from time
to time in the future as regular, systematic data on replacement
practices becomes available under the ADR system.

VI. Legal Authority.

Section 167 of the Internal Revenue Code provides for a
"reasonable allowance" for depreciation including a reason-
able allowance for obsolescence. Section 167 also provides for
issuance by the Secretary of the Treasury of regulations with
respect to the manner of computing the "reasonable allowance."
Section 7805(a) of the Internal Revenue Code expressly directs
the Secretary of the Treasury to prescribe "all needful rules
and regulations for the enforcement" of the Code. The ADR
system embodies needful rules and regulations for the enforce-
ment of the depreciation provisions.

Based on existing conditions previously described, the Treas-
ury has exercised its discretion to determine that the concept
of a "reasonable allowance" is sufficiently broad for assets ec-
quired in 1971 and subsequent years to permit a 20 percent
range of tolerance above and below the guidelines which have
been used and accepted since 1962."^° These guideline periods

^ Buildings, generally, and assets which are predominantly used outside the United States
are not eligible for the ADR system. Reg. § 1.167 (a)-ll (b) (2). The authority under
§§ 167 and 7S05 of the Internal Revenue Code is sufficiently general to permit the Treasury
to exclude such assets from the ADR system. Moreover, § 167(d) of the Code specifically
authorizes the Internal Revenue Service to enter into agreements with particular taxpayers
with respect to depreciation of particular assets. See Reg. § 1.167 (a) -11 (g) (1).

Buildings are generally sold by taxpayers upon retirement. The rules for recapture of
depreciation under section 1245 of the Code provide in general that gain on sales of personal
property are taxed as ordinary income to the extent of all the depreciation taken on the
property. Although opportunities for avoiding taxes as a result of accelerated depreciation*
for real estate were substantially reduced by the Tax Reform Act of 196ii, the rules for
recapture of depreciation as ordinary income upon the sale of buildings under section 12.50

of the Code still permit a significant number of taxpayers who dispose of buildings piior
to the expiration of their useful lives to depreciate below the anticipated sale value of the
buildings and, upon sale, to treat a substantial portion of the excess of disposition proceeds
over adjusted basis as capital gains. The added flexibility provided by the ADR system which
permits taxpayers to select useful lives from within a range from 20 percent below to 20
percent above the guideline life would, in the case of buildings, increase opportunities for
converting deductions from ordinary income into capital gains. In addition, such flexibility

would increase the opportunitv for generating "tax losses" in the early years of buildings'

lives. See generally, H. Rept. No. 91-413, 91st Cong., 1st Sess. Pt. 1, 165-67 (1969); S. Rept.
No. 91-552, 91st Cong., l.st Sess. 211-15 (1969).

Since buildings are generally sold upon retirement by the taxpayer, information made
available through the ADR system as to letlrements of assets to enable the Treasury to
refine and update the estimations of useful lives will not be meaningful with respect to
buildings. In addition, the administrative difficulties to be resolved by the ADR system are
not present to the same extent in the case of buildings as with other business assets such
as machinery and equipment.
Income from property which is predominantly used outside the United States is generally

subject to income taxation in foreign countries. Foreign capita) recovery systems are far

more important in decisions to retire and invest in new assets, and thus in determining the
general period such assets will be used, than the depreciation deductions allowed for federal

income tax purposes. The administrative problems discussed supra at pp. 48-59, are not
present to the same extent in the case of foreign property. Other factors, such as the

current trend in the United States toward stricter environmental control standaids, dis-

cussed supra at pp. 59-68, similarly do not apply with equal force to assets used in foreign

countries. Industry experience in the United States is not so clearly a proper guide to the

expected useful life of property used abroad where the mix of capital and labor as factors

of production may differ because of differing wage rates and capital costs. The information
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and classes will be adjusted from time to time as data are col-

lected which indicate the need for refinement and change.

The ADR system is an appropriate exercise of the adminis-

trative responsibility delegated to the Treasury by the Con-
gress.''^ The determination of a reasonable allowance for de-

preciation is by statute and long standing practice the admin-
istrative responsibility of the Treasury Department. ''' The his-

tory of the depreciation provisions clearly reflects an adminis-
trative rather than a legislative pattern.''' In this regard, a

gathering function of the ADR system is not served to the same extent in the case of
property used abroad.

Moreover, permitting the use of shortened depreciation lives for assets used abroad could
produce adverse economic effects. For example, substantial increases in foreign investment
might adversely affect the balance of payments. Additional investment abroad by United
States companies or their foreign subsidiaries would not increase domestic employment to

the same extent as a similar amount of domestic investment. For a discussion of the eco-

nomic effects which are expected to result from adoption of the ADR system, see text at pp.
86-97, infra.
Although Treasury has concluded that these factors require the exclusion of buildings and

property iirimarily used outside the United States from the ADR system, the reasons for

rejecting the leserve ratio lest as the sole method of determining useful lives apply with
equal foice to these assets. The reserve ratio test is a mechanical, backward looking mech-
anism which cannot take economic obsolescence into account. In addition, the reserve ratio

test was designed primarily for multiple asset accounts composed of a wide variety of assets

to measure the replacement practices of taxpayers; as a technical matter, its application to

buildings often produces results which are not meaningful. See the discussion of the reserve
ratio test at pp. 27-47, supra.

«" Some written and oral comments received by the Treasury have suggested that promul-
gation of the ADR regulations would exceed the authority of the Treasury under the Internal
Revenue Code. See, e.g., written comments on proposed ADR regulations submitted by Boris

I. Bittker and Bernard Wolfman. See also. ADJi Wcaniif/.s at 264-310 (testimony of Bernard
Wolfman): Id. at 3(t8-414 (testimony of Frank L. Chamlierlin, .Jr.). It has also been sug-
gested that even if promulgation of the ADK regulat-ons is within the Treasury's authority
under the Internal Revenue Code, it should not proceed administratively, but rather legis-

lation should be requested. See, e.g., ADR Hearincis at 138-39 (testimony of Congressman
Henry S. Reuss). Others have suggested that the ADR regulations are a proper exercise of
Treasury's authority. See, e.g., written comments on proposed ADR regulations sulimitted by
Frederic W. Hickman, Covington & Burling, and Marmet & Webster; ADR Hearings at

310 (testimony of John L. EUicott).

8'' A number of comments on the proposed ADR regulations suggested that the Report of

the Prexident'ti Task Force on Business 'fa.vation indicated that a pi-oposal such as the ADR
system could not be adopted without legislation. On April 26, 1971, John H. Alexander,
Chairman of the Task Force, sulimitted a written comment to the Treasury addressed to this

po'.nt, slating:

It has come to my attention that in a number of submissions questioning the au-

thority of the Treasury Department to promulgate regulations in the form pi-oposed,

reference is made to the recommendation of the President's Task Force on Business
Taxation, of wh.ch I was Chairman, that the proposals of the Task Force relating to

capital cost recovery of investment in machinery and equipment be implemented by
legislation rather than by administrative action.

The specific recommendations of the Task Force were summarized on pages 3 and 4 of its

Report ....
With respect to the implementation of such recommendations the Report contained the fol-

lowing statement at page 29:

'We recommend that the proposals discussed above be implemented by appr-opriate

amendments of the Internal Revenue Code. The proposals in section A [simplifica-

ton of capital cost recovery] for substituting in the case of machinery and e(|Uip-

ment a system of cost recovery allowances for the present depreciation system involve

some matters that have been dealt with under the pi'esent system by administrative
pi-ocedures and regulations rather- than by changes in the statute. For examide, the

reserve ratio test was formally introduced in Revenue Procedure ()2-21, and, although
our i)roposal for- eliminaton of the test could be effectuated by administrative action,

we str-ongly urge amendment of the statute to this end. Moreover, since the shift

from depreciation to cost recovery unrelated to the useful life concept does r-equire

amendment of the present law, we urge that all the matters covered in the recommen-
dations which are related to such a shift be incorporated .n the statute.'

As appears from the forego ng, the Task Force took the position that it was the shift from
depreciation to cost recovery unrelated to the useful life concept that requir-ed statutory

amendment. The proposed regulations retain the useful life concept and the Task For-.-e po-

sition as to the necessity lor statutory action contains no suggestion that the Ti-easury De-

partment lacks authority to modify the guideline lives or t.> eliminate the reserve ratio test

or to adopt the other provisions of the regulations proposed. Indeed, as to the reserve ratio

test, the Task P'orce statement quoted above clearly takes the position that such authority is

in the Treasury Department.

M See text at pp. 9-27, supra.
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report of the Staff of the Joint Committee on Internal Revenue
Taxation submitted to the Congress in 1960 noted

:

"Consistently, the statute concerning depreciation has
been general, not requiring either any certain method
of accounting or uniformity in annual deductions, so
long as the taxpayer followed a reasonably consistent

plan in recovering the original cost or other basis of his

property, less salvage value, free of tax. Thus, de-

preciation has an administrative rather than a legisla-

tive history in U.S. tax law." ''''

Prior to 1934, the application of the depreciation provisions

was entirely determined by the Treasury Department. In 1934,

Congress clearly recognized the authority of the Treasury De-
partment to modify depreciation practices by administrative
action having a major effect on business tax liabilities, in lieu of

legislative action which would have increased depreciation pe-

riods by 25 percent. Treasury's administrative action had rela-

tive revenue consequences far greater than those attributable to

the adoption of ADR."" Again in 1954, Congress explicitly rec-

ognized the broad discretion of the Treasury Department in

establishing a reasonable allowance for depreciation. Congress
at that time acknowledged the authority of the Treasury De-
partment to accept any lives adopted by taxpayers unless there
was a clear and convincing basis for a change, and Congress
again withheld taking legislative action because of the existence

of this authority.'^

More specifically, in the course of adoption of the Internal

Revenue Code of 1954, the Senate Finance Committee deleted a
10 percent proposed statutory range of tolerance in depreciation
lives which has been provided in the House bill, approved the
concept of this range, but recognized the greater need for ad-
ministrative flexibility. Thus, Congress did not provide for any
changes in the 1954 Code with respect to the method for de-

termining the estimated useful life of business assets. It is im-
portant to recognize the acceptance of the Treasury's authority
by the Congress and the preference for administrative resolu-

tions of depreciation problems inherent in this Congressional
action.

The 1962 action of the Treasury Department in adopting
the Guidelines, an action approved by Congress, is a clear prece-
dent for the adoption of ADR by administrative action. '^ The
adoption of Guidelines is such a precedent because it too rep-
resented a decision to determine lives by reference to industry
experience. This identity exists, notwithstanding the announce-
ment at that time of the reserve ratio test, in view of the fact
that the test was suspended for three years and, as a practical

" Staflf of the Joint Committee on Internal Revenue Taxation, Notes on Background of Ex-
isting Provisions of the Federal Income and Employment Tax Laws 13 (August 25, 1960).

™ See text at p. 12, supra.

" See text at pp. 16-19, supra.

"<- The Guidelines received contemporaneous recognition by Congress in connection with the
Revenue Act of 1962. See H. Rept. No. 1447, 87th Cong., 2d Sess. 8 (1962); S. Kept. No.
1881, 87th Cong., 2d Sess. 11 (1962).
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matter, has not had any substantial effect for nine years be-

cause of its exceptions and transition rules and because of its

general inapplicability for more than one full asset cycle."^

The ADR system has been adopted by regulation, following
publication of a notice of proposed rule making, receipt of
written comments, and three days of public hearings; its adop-
tion represents a far more formal step than the adoption of the
Guidelines which was accomplished by publishing a revenue pro-
cedure in the Internal Revenue Bulletin.

The wide administrative discretion in the depreciation area is

consistent with other instances where broad administrative dis-
cretion has been exercised under the Internal Revenue Code, such
as in the allowance of standard mileage allowances and sales
tax deductions by reference to the experience of taxpayers gen-
erally.'*

The very complexity of issues in the allowance of deprecia-
tion indicates the need for the wide discretion which Congress

" See text at 27-47, supra.

" In the administration of the Internal Revenue Code, recourse has been made in several
situations to uniform tables or formulas to determine the proper amount of certain deductions.
Common examples of these are the tables included in the instructions to individual income tax
return I'^orm 1010, which provide a basis for determining the amount of state or local sales
tax and gasoline tax paid by an individual for purposes of the deduction allowed by § 164 of
the Code.
Under § 162 of the Code, standard mileage rates for determ.ning automobile expenses were

prescribed in Kev. Proc. 70-25, l"J70-2 C.B. 506. Similarly, Rev. Proc. 70-24, l'J70-2 C.B. 505
prescribes the standard mileage rate for determining automobile expenses for purposes of the
deductions allowed by § 170 and § 213 of the Code; and Rev. Proc. 71-2, Ut71-1 I.R.B. 32
prescribes similar rules for purposes of the deduction allowed by § 217 of the Code.

In the situations described above, the Internal Revenue Seivice has prescribed rules for de-
termining the proper amount of deductions in particular cases based on average experience
appt.cable to all taxpayers. All of the statutes involved allow deductions only for amounts
paid (or in some cases amounts paid or incurred) for particular expenses. The use by the
Service of these means of approximating the proper deduction might be criticized on the
ground that it departs from the theoretically exact amount paid or incurred by the taxpayer
in a particular case. As an example, there may be very substantial differences in the operat-
ing expenses of different kinds of automobiles by diffei-ent taxpayers, but Rev. Proc. 70-25
would allow a uniform rate per mile.
With respect to the breadth of the d scretion of the Internal Revenue Service to prescribe

uniform lules, § 167(a) is similar to S 166(c), which provides that in lieu of a deduction for
specific debts that become wholly or partially worthless during the taxable year, there shall be
allowed (in the discretion of the Secietary or his delegate) a deduction for a reasonalile ad-
dition to a reserve for bad debts. The parenthetical language in § 16(;(c) refers to the Secre-
tary or his delegate's discretion to refuse to allow a taxpayer to use the reserve method and
not to the reasonableness of the deduction allowed. H. Rept. No. 350, 67th Cong., 1st Sess. at
11 (1021) stated:

Under the present law worthless debts are deductible in full or not at all, but [the
bill 1 would authorize the commiss.loner to permit a deduction for debts recoverable
only in part, or in his discretion to recognize a reserve for bad debts—a method of
providing for bad debts much less subject to abuse than the method of writing off
bad debts requ.red by the present law.

Section 1.1666-4 (b) (1) describes relevant factors for determining what constitutes a reason-
able addition to a reserve for bad debts. Procedures for adopting a change to the reserve
method of accounting for bad debts are described in Rev. Proc. 64-51, 1964-2 C.B. 1003, as
modified by Rev. Rul. 65-92, 1965-1 C.B. 112, and as amplified by Rev. Proc. 70-15, 1970-1
C.B. 441.
Under the author. ty of § 166(c), the Internal Revenue Service provided by Rev. Rul. 68-630,

1968-2 C.B. 84, a uniform method for determining a reasonable allowance of deductions to
commercial banks for additions to their reserve for bad debts. Rev. Rul, 68-630 has been
superceded by the enactment of § 585 of the Code by the Tax Reform Act of 1969. The com-
mittee reports accompanying § 585 of the Code referred extensively to the administrat.ve his-
tory of the allowance of l)ad debt reserve deductions to commercial banks. These reports evi-
denced an intent to reduce the allowance of deductions for bad debt reserves to commercial
banks but raised no tiuestions as to the validity of Rev. Rul. 68-630 or any pr.or rulings.
H. Rept. No. 91-413. 91st Cong., 1st Sess. 120 (1969); and S. Rept. No. 91-552, 91st Cong.,
1st Sess. 156 (1969).

See Reg. § 1.482-2 (a) where the Treasury provided a 20 percent leeway in determining a
reasonable interest rate on loans between affiliated taxpayers. These regulations provide that
5 percent interest will generally be considered a reasonable interest rate on such loans but
that no adjustment will be made if interest is charged at the rate of at least 4 percent but
not more than 6 percent. If a rate of less than 4 percent or more than 6 percent is charged,
the rate will be set at 5 percent. See also. Reg. § 1.063-6 (b) (4), which provides that "rea-
sonable cause" for failure to receive a minimum distribution will exist if at least 80 percent
of the amount of the required minimum distribution was paid.
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has given to the Treasury Department in this area."^ More de-
tailed legislation prescribing depreciation allowances for par-
ticular industries seems neither desirable nor practical. One
need only reflect upon the difficulties involved in rigidly setting
by legislation the various allowances for percentage depletion
to foresee the problems if Congress were to attempt to establish
useful lives for depreciation for particular industries.""

The reasons for abolishing the reserve ratio test, and for not
seeking a substitute but looking instead to industry experience,
have previously been documented.'" The ADR regulations do
not eliminate the "useful life" concept; they merely provide a
method of determining "useful lives" by reference to guideline
class lives established on the basis of industry experience. These
guideline class lives will be updated from time to time based on
data collected through the ADR system. ADR provides a range
within which a taxpayer may select a useful life appropriate to
him. The lives adopted by the taxpayer from the asset depre-

's Cf., S. 1532, 92d Cong., 1st Sess. (introduced in connection with introduction of S. Res.
98, 92d Cong., 1st Sess. that ADR not be made effective) which provides that the deprecia-
tion deductions under § 167 (a) shall be "based upon the estimated useful life to the taxpayer"
of depreciable property. This bill gives no guidance as to the method of "estimating" useful
life. Without further guidance, the Treasury would have broad discretion as under present
law to administer such a provision. If, for example, the Internal Revenue Service were to
apply its pre-1934 and 1954-1962 administrative practices and generally accept the taxpayer's
"estimate" of useful life, this would not be inconsistent with the ADR approach. ADR pro-
vides additional guidance to the taxpayer by setting forth a range of useful lives within which
the taxpayer's estimate will not be disturbed. In addition, ADR provides a comprehensive
system of depreciat.on accounting and an administrative mechanism to insure that the ADR
range provides a "reasonable allowance." S. 1532 does not amend the operative language in
§ 167(a) which provides for a "reasonable allowance for the exhaustion, wear and tear (in-
cluding a reasonable allowance for obsolescence)" of property.

''^ Section 613 of the Internal Revenue Code allows a deduction based upon a specified per-
centage of the gross income attributable to the production of certain minerals. Although this

is relatively simple in concept, even a cureory examination of the statutory provisions indi-
cates clearly the problems Congress has encountered in applying that concept. There are, for
example, seven rate categories applicable to various groups of minerals. However, with.n these
categories it has been necessary to make numerous exceptions because the same mineral may
fall into different rate categories. The d.fferent rates are usually expressed in terms of the
use to which the mineral is put, and generally have been enacted in order to rectify inequita-
ble competitive situations. As a consequence of these considerations, it has been necessary for
Congress to amend these provisions in ahnost every Congress since pei'centage depletion was
extended to all minerals in 1951.
An extreme example of the difficulty Congress has experienced in th!s area may be found in

the history of the percentage depletion rate allowed to clay. Minerals in this general category
were first made eligible for depletion in 1942, when Congress permitted "ball and sagger clay"
a rate of 15 percent. This was accomplished in order to put that mineral "on the same
basis as coal, oil, fluorspar and other things which are given depletion allowances." The
premise for this allowance was that the items manufactured from that mineral were useful t«

the war effort generally as well as in everyday life. In 1947 the list of clays eligible for de-
pletion was expanded to include "china clay." In 1951 "brick and tile clay" was added but at
a rate of only 5 percent, and "refractory clay" was added at the 15 percent rate.

The 1954 Code revised the percentage depletion rate structure generally in order to "clarify
present law and to provide a grouping that is administratively more feasible and competitively
more equitable." H. Rept. No. 1337, 83rd Cong., 2d Sess. 57. The changes also made depletion
at the rate of 15 percent available to "all other minerals," thus including all the clays that
had not previously been eligible for the deduction. In 1960 it was necessary to expand the
provision describing brick and tile clay to include all clay "used or sold for use in the manu-
facture of building or paving Ijrick. drainage and roofing tile, sewer pipes, flower pots and
kindred products," in order to limit clays used for those purposes to the 5 percent rate

rather than the 15 percent rate available for "all other minerals." In 1966, this was further
revised to remove "clay used or sold for use in the manufacture of sewer pipe or brick" or

as "sintered or burned lightweight aggregates" from the 5 percent category and place them
in a new category of 7% percent. At the same time, a rate of 23 percent was made available

for clay "to the extent that alumina or aluminum compounds are extracted therefrom." The
general reduction of depletion rates contained in the Reform Act of 1969 reduced the 23 per-

cent clay to 22 percent, the 15 percent clay was reduced to 14 percent, while the 7% and 5

percent rates were left unchanged.
Notwithstanding the frequency of these changes, the administrative burden involved in

applying them has not been significantly simplified. "The multitude of different clays all sought
the highest available rate, and numerous rulings were necessary. In addition, a number of
court decisions were necessarv in order to finallv decide some of the issues. See, for example.
Pacific Clay Products v. United States, 332 F. 2d 156 (9th Cir. 1964) ; Rev. Rul. 66-24, 1966-1

C.B. 157; Rev. Rul. 55-180, 1955-1 C.B. 358.

" See text at pp. 27-59, aupra,
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elation range period bas3d on the guideline class life will consti-

tute his "useful life" for all purposes of the Code.'®
The ADR system is a comprehensive system for dealing with

all elements of the determination of depreciation and the integ-
rally related problem of repair and maintenance expenditures.'^
The adoption of such a system is within the Treasury Depart-
ment's delegated authority under sections 167, 446, 451, 461, and
7805 of the Internal Revenue Code of 1954.*"

""See Reg. § 1.167 (a)-ll (g) (1), which provides that an election to use the ADR system is

a useful lile agreement under ^ 167(d) to treat the ADR period selected as the useful life of
the property for all purposes under the Internal Revenue Code, includ.ng §§ 46. 47, 48, 57,
163(d), 167(c), 167(f)(2), 179. 312(m), ol4(a) and 4940(0. Thus, for example, since
§ 167(c) requires a useful life of at least three years and the ADR period selected is treated
as useful life for purposes of S 167(c), the taxpayer may use the declining balance method or
sum of the years-digits method of depreciation only if the ADR per.od selected is at least
three years.

'" The ADR system provides a comprehensive nevi' treatment of the entire area of expendi-
tures for the repair, maintenance, rehabilitation or improvement of property in Regs. S 1.167
(a)-ll (d) (2). Such expenditures are deductible under §§ 162 and 212, except to the extent
they const tute capital expenditures under § 263. The expenses associated with preserving and
keeping in efficient oj)erating condition (lepair and propeity maintenance) are deductible, and
certain expenditures for permanent improvements or betterments made to increase the value
(as dist.nguished from present value and upkeep) are capital expenditures, the same as the
purchase of a new asset. In between these extremes fall many expenditures which are neither
clearly deductible expenses nor capital improve:nents or betterments. Prior to ADR, resolution
of this issue has been treated as a ciueslion of fact, involving subjective or negotiated judg-
ments and arbitrary rules of thumb which vary from industry to industry, revenue agent to
revenue agent and audit to audit. This process has traditionally led to numerous and extended
controvera.es with taxpayers, which is necessarily the case when a factual judgment is made
with respect to each of hundreds, or even thousands, of such e.xpendilures in any particular
audit. This is not i)ioductive of fair and uniform tieatment of taxpayers and has been a
major administrative problem for the Internal Revenue Service for many years.
The annual repair allowance under the ADR system provides a simplified procedure for

resolution of lepair vs. capital issues. Expenditures for permanent imjjiovements and better-
ments are excluded from the repair allowance and are capitalized in accordance with § 263.
Regs. § 1.167 (a)-ll (d) ( 2) . There remain only the clearly deductible repairs, plus those whose
status is ambiguous tho.se which are neither clearly detluctil>le nor cleaily capital. Under
ADR, these aie deductible to the extent of a specified percentage repair allowance for each
guideline class with the e.xcess capitalized. Ai)plication of an audit rule of thumb of this type
on a uniform basis to all taxi)ayers under ADR—as contrasted with the traditional applications
of varied and inconsistent comparable audit tools to individual taxpayers— is a legal exercise
of the Treasury's administrat.ve authority under § 7805 to provide all needful rules and regu-
lations for the enforcement of §§ 162, 212 and 263 and other provisions of the Internal
Revenue Code.
The ADR repair allowance is clearly distinguished from the issue in F.H.E. Oil Co. v.

Commissioner, 147 F.2d 1002 ( .")th Cir. 1945) in which the Treasury's logulations were pro-
posed to be amended to permit the deduction of an amount which was clearly a capital ex-
penditure. In that situation thei-e was no factual issue of whether the expenditure was capi-

tal, and the proposed amendment to the regulations was not an exercise of statutory re-

sponsibility to provide a mechanism for resolving a factual issue. Moreover, the ADR repair
allowances have been established based on Tieasury's evaluation of statistical and other data
reflecting industry experience with respect to such expenditures for asset guideline classes.

A comparable legal situntion exists with respect to the treatment of salvage value adjust-

ments in Treasury Regs. § 1.167 ( a) -1 1 (d ) (D. The amount of depreciation which may be de-

ducted for an asset is limited to its cost minus its salvage value. Salvage value is a matter
of est mation, involving a present projection of the value of the a.s.set many years in the
future. As in the case of estimations of useful life in the future there is no one amount
which is necessarily the correct estimate. There is a range of tolerance within wh ch any
estimate will be rea.sonable. A "reasonable" salvage value is all that has ever been reciuired.

The ADR system provides a means for resolving these factual determinations and avoiding
administrative problems as.socialed with extended controversies with taxpayers over minimal
adjustments in salvage value. The taxT)ayer's estimate will be accei)ted as reasonable if it is

within a range of the salvage value estimated by the Internal Revenue Service. This range is

equal to 10 r)ercent of the cost of the assets in the vintage account. The ADR system does

not disregard a percentage of salvage value as is done by statute under § 167(f). The 10

percent adjustment limitation relates only to the resolution of the factual question whether
the .salvage estimated by the taxpaver is reasonable. If not. the salvage will be adjusted,

taking into account the full amount of the adjustment except for the portion expressly ex-

cluded under § 167(n.
, , , , ,.,

An important aspect of the ADR system—insofar as related to u.seful life, repairs vs. capital

and salvage value— is that all three are interrelated issues involving the resolution of factual

questions. Because of their nature, all three must be resolved—whether by a revenue agent

in a particular audit or by regulation—by the use of guidelines.

»«The Supreme Court decisions in Masspti Motors, Inc. v. U.S.. 364 U.S. 92 (1960) and

Hertz Corjjoratiov v. U.S.. 361 U.S. 122 (1960). do not require a different result. These cases

hold that portions of the regulations dealing with useful life were valid. The.se regulations

provide as follows:

5 1.167 (a) -1. Depreciation in general.

(a) Reasonable allowance. . . . The allowance is that amount which should be set

aside for the taxable year in accordance with a reasonably consistent plan (not
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VII. Economic Effects and Revenue Considerations.

Among its other effects, the ADR system will reduce the cost

of capital or, equivalently, improve the after tax rate of re-

turn from investing. The ADR system is calculated to result

in approximately a 4.4 percent reduction in capital cost for
eligible assets. Improved after tax profit prospects will result
in investments in productive machinery and equipment which
would have been rejected in the absence of the ADR system. ADR
will also increase liquidity and increase the certainty of business
tax liabilities—effects which will also encourage investment.

Liberalized depreciation is a well-recognized means of pro-
viding a more favorable tax climate for private investment in

production facilities. The 1962 Guidelines were adopted in

part: to stimulate economic recovery (unemployment was about
6I/2 percent in 1961 when liberalized depreciation was first con-
sidered), to increase the competitiveness of U.S. goods in the
world markets, and to promote long run economic growth. Lib-
eralized depreciation has been widely used in the postwar pe-
riod by other industrialized nations with substantially beneficial

effects on investment and economic growth. As the President's
Task Force on Business Taxation pointed out, our own country's
experience during the recent past following the adoption of de-
preciation guidelines and the investment credit suggests that
such incentives significantly encourage the development and mod-
ernization of the productive capacity of a nation. The experi-
ence of most European countries which have used liberalized
depreciation as an investment stimulus throughout the post-
World War II period also supports this view."

Treasury expects, therefore, that the ADR system will pro-
vide a stimulus to modernization and expansion of productive
facilities in the United States. This in turn will increase
employment and encourage a higher rate of economic activity.
ADR will result in greater productivity, thus providing a basis
for higher wage levels for U.S. workers in the future, reducing

necessarily at a uniform rate), so that the aggregate of the amounts set aside, plus
the salvage value, will, at the end of the estimated useful life of the depreciable prop-
erty, equal the cost or other basis of the property as provided in section 167(g) and
§ 1.167(g)-l. . . .

(b) Useful life. For the purpose of section 167 the estimated useful life of an
asset is not necessarily the useful life inherent in the asset but is the period over
which the asset may reasonably be expected to be useful to the taxpayer in his trade
or business or in the production of his income.

The substance of clause (a) has been in the regulations since 1919, and clause (b) was added
to the regulations in 1956.
Masscy involved taxable years to which the Internal Revenue Code of 1939 was applicable

and considered whether the taxpayer could estimate a theoretical salvage value at the end of
the physical lives of cars used in its tiade or business and calculate depreciation on that basis
or was reiiuired to rel'er to its own experience in determining probable salvage value and
thereby the appiopriate allowance for depreciation. The Supreme Couit sustained the Govern-
ment's argument that salvage value must be determined as of the end of the useful life to the
taxpayer in his trade or business.
The decision of the Supreme Court in Hertz involved taxable years to which the Internal

Revenue Code of 19.54 was applicable and considered whether the definition of "useful life"
contained in section 1.167 ( a) -1 ( b) was valid insofar as it affected the taxpayer's eligibility to
elect an accelerated method of depreciation under section 167(b). The Supreme Court sus-
tained the validity of the regulatory definition. The Court also held that property may not be
depreciated below a reasonable salvage value even though a declining balance method is used.
Neither of these cases held that the regulations in force at that time constituted the only

possible definition of useful life; in neithei- Mo.s.sc// nor Hertz was there any determination
that it was inappropriate to determine "useful lives" on the basis of industry-wide experience.
The holdings of Mas.ieii and Hertz are siiecifically preserved in the ADR regulations. See
Reg. §§ 1.167(a)-ll(d) (1) and (c) (1) (i) (o) .

^^ Report of the President's Task Force on Business Taxation at 10 (Sept. 1970).
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inflationary pressures with consequent benefits to consumers, and
making U.S. industry generally more competitive in world mar-
kets.

These general effects may be evaluated with reference to the

revenue loss from adoption of ADR and the "feedback" effects

on the economy. Without giving effect to any such feedback, the

ADR system is estimated to result in a revenue loss of $2.8 bil-

lion for the calendar year 1971 ; the average revenue loss before
feedback over the 10 year period ending December 31, 1980, will

be $3.9 billion per year. The estimated 1971 pre-feedback loss

constitutes 5.8 percent of business tax liabilities, which may be
compared to a revenue increase of 11 percent estimated for the

1934 administrative action of the Treasury Department and a
revenue loss of 5.5 percent estimated for the 1962 Guidelines.

In this latter connection, it should be noted that prior to the 1962
depreciation revision. President Kennedy indicated that revenue
considerations in the context of then-present budget considera-
tions were the only limit on liberalizing depreciation allowances. ^-

These estimated revenue losses represent the amounts which
would result from adoption of the ADR system if the basic levels

of investment and income remain unchanged. However, as pre-
viously indicated, there will be favorable changes in investment
and income from adoption of ADR, and the net revenue impact
must be evaluated in the light of these feedback effects. Such
effects were recognized by President Kennedy when the 1962 ac-

tion was taken. **•'• President Nixon has anticipated similar bene-
fits to the economy from the adoption of ADR.*^

Estimates of the feedback effect as a result of adoption of the
ADR system vary among economists. Some experts hold the view
that there will be no revenue feedback from the ADR system.'*'^

One economist has calculated that the revenue feedback will be
sufficient to ensure that the net result of the ADR system will be
a net revenue gain by 1973, growing to about $2 billion in 1974.^"^

"- In this regard President Kennedy stated:

I lecognize that many of you would like, as I would, to have far more rapid
depreciation schedules. I can assure you that we are limited only by the fact, which
you must recognize, that these depreciat.on changes will, in their early years, mean a
loss of governmental revenues. If we wish to bring our budget as closely as possible
to balance as far as the econoiny permits, we do not feel able to relinquish at this
time these sources of revenue in toto. But we should look ahead to the maximum
extent poss.ble, as we have already done in textiles, and as we are now examining in
steel, and we arc quite conscious of the competitive advantages which lapid depre-
ciation gives to the Western European manufacturers. We are looking ahead now
to make these depreciation schedules more realistic.

Address by the President before the United States Chamber of Commerce, April 30, 19Se
Public Papers of the President (1962) 345, 347.

*^ See text at p. 22, supra.

** When he announced the ADR proposal. President Nixon stated:

I want to emphasize that these short-run revenue reductions announced today are
not so large as to prevent us from maintaining balance, now and in fiscal year 1972,
between budget spending and the revenues that would be generated in a full employ-
ment economy. Most importantly, they can be expected to have a substantial "feed-
back" effect. Past experience demonstrates that depreciation liberalization will stimu-
late the pace of spending on new plant and equipment, which has been levelling oflf,

and thus create jobs. As a result. Federal tax collections in the long run will in-

crease. The estimates of revenue loss may, therefore, be regarded as maximum
estimates.

Statement of the President, January 11, 1971, at 1-2.

"^ See, e.g., ADR Hearings at 158-59, 161 (testimony of Robert Eisner).

^' ADR Hear.nga at 173 (testimony of Dale W. Jorgenson).
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The response of investment levels to improved after tax rates of

return is certainly not clear; estimates in economic literature

vary from an estimate that the 4.4 percent reduction in capital

cost will in the long run increase investment by 4.4 percent, to

an estimate that the increase will be only 1 percent.

Treasury studies suggest that as a result of its effects on capi-

tal cost alone, ADR will increase investment at least 2.5 percent
above the amount that otherwise would be invested in qualified

property.
Thus, in the several years immediately after adoption of ADR,

the Treasury estimate suggests that business would want a capi-

tal stock of qualified property which is 2.5 percent higher. This
means that not only would new investment be higher by this

amount, but also there would be some catching up because in

the light of the current capital cost, the existing stock of equip-

ment should be too low. A rough estimate of this catching up
process would suggest that over the first several years after

adoption of ADR new investment will be higher by about 5 per-

cent of what otherwise would have been invested in qualified

property.
Without adoption of ADR, investment in qualified property

would be about $80 billion a year. The analysis above suggests
an increase in investment of about $4 billion a year. This will

be lower in the first year and higher in the second, third, and
following years. "Multiplier" effects representing the increased
income and spending generated by an initial impulse of expendi-

ture might well build the aggregate levels of response to higher
figures.

As previously indicated, the foregoing analysis is entirely in

terms of increased investment levels resulting from an increased
after tax rate of return. There are related considerations, how-
ever, which also have a bearing on investment levels and which
will be affected by ADR, ADR serves to increase cash flow or

liquidity, providing an internal source of capital funds and
thereby reducing dependence on borrowing. To the extent that
investment is deterred by reluctance to borrow, or by capital

market imperfections, ADR will raise investment levels. The
availability of shorter tax lives, the increased business certainty

that specified tax lives once adopted may be used without re-

versal, and the assurances of stability in the determination of

tax liabilities from other features of the ADR system—the treat-

ment of repair and maintenance expenditures, salvage value, and
retirements—all contribute in some measure to the stimulative
effect in the investment equation,

ADR is being adopted at an appropriate time ; sufficient supply
resources exist and an accommodating monetary policy is in ef-

fect. Thus, the increased investment will be converted to in-

creased GNP, increased employment, and higher tax revenues.
The result of ADR in hastening the return to full employment
will be that in this process, annual tax liabilities will rise because
of the higher GNP (multiplier effects). While it is true that
almost any tax cut undertaken in a period of unemployment will

generate some feedback effects, the ADR change is unique in

that: (1) it will generate immediate demands for particular
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resources—those engaged in producing capital goods—that would
otherwise not be utilized; and (2) it will provide additional ma-
chinery and equipment which will increase productivity and
efficiency.

Questions have been raised whether the adoption of ADR at

this time will have any effect in view of the fact that we are
going through an economic readjustment and excess capacity
already exists. It has been suggested that businesses have all the
capital they need for the present condition of markets. This criti-

cism does not stand up under analysis.

Much of the suggested excess capacity represents over-age,
obsolete facilities in the United States. This kind of "excess"
capacity does not impede new investment if funds are available

and if the after tax rate of return on such investment is improved.
More importantly, surveys of business plans for investment in

plant and equipment, taken before the ADR announcement, indi-

cated that businessmen already considered about $83 billion of
investment to afford sufficiently good profit prospects to be worth
undertaking. Clearly, there is implicit in this figure a number of
projects which, prior to the adoption of ADR, were just below
the margin of profitability. The increased rate of return im-
plicit in the introduction of ADR will convert nearly profitable

projects into profitable ones. It is the exploitation of these pre-
viously near-profitable projects which most clearly serves to raise
investment expenditures.

If depreciation is to be liberalized, the best time to do it is in a
period of some economic slack, when resources are available to
meet the increased investment demand. Increased investment in

modern plant and equipment will, once new facilities are in oper-
ation, increase productivity and reduce inflationary pressures.
This time is especially propitious for the introduction of the ADR
system. Unemployment is still substantial ; inflationary pressure
has been reduced; and any additional spending generated by the
ADR system will speed economic growth.

Conditions in the capital goods industries are especially favor-
able. Spending for capital goods has slowed greatly, and the
industry is characterized by unemployed resources. The machine
tool industry is operating at particularly low rates. Thus, as busi-
ness firms proceed to increase their capital stock, there will be no
need to bid resources away from other uses; the capital goods
industry will be able to supply the additional capital required by
reemploying currently unused resources. As a consequence, em-
ployment in the capital goods industry is likely to be affected
directly, quickly, and favorably.

Moreover, the rate at which new inventive ideas and techno-
logical advances are put in use depends in part on the stimuli
of producers' demands for better, more efficient machinery. ADR,
in stimulating investment, will speed the process by which the
newest technology is incorporated into productive facilities. This
means both a more modern and efficient capital stock and a
healthier state of the "technology" industries, which thrive on
vigorous, competitive capital goods markets.

In the long run, the increased stock of business capital asso-
ciated with more equipment investment increases productivity
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and GNP. The essence of the long run adjustment is "capital

deepening investment"—an increase in the ratio of capital to

output—which is the key to higher productivity, greater output
per capita, and higher living standards.
The modern economy depends heavily on an expansion of its

productive facilities for continuing healthy economic growth. To
achieve real growth as distinguished from mere replacement of

plant and equipment, expenditures on new plant and equipment
must exceed the erosion, attrition, and obsolescence of the exist-

ing stock of productive facilities. It is only the net excess of the
gross investment over the wear and tear and deterioration that
constitutes net accretion to our business capital stock. ADR will

serve to increase the extent of this net accretion.

With a growing population and heavier demands on our output
to deal with the variety of problems related to the environment,
housing, health, and the quality of our national life in general,
we need continuing growth in our productive capacity.^^ Liberal-
ized depreciation to encourage and stimulate investment is clearly
consistent with present economic goals.*- Removal of present
unrealistic restraints on capital investment, and investment of a
greater portion of our current resources in productive capacity
for the future, will be of long run and lasting benefit to the
United States.

Conclusion

The Treasury Department expects the promulgation of the ADR
system to produce the following results

:

—the uncertainty and complexity of the application of the de-

preciation provisions of the Internal Revenue Code will be
significantly reduced and substantial administrative benefits

will be achieved

;

—the establishment of the Office of Industrial Economics in

conjunction with the ADR system will, for the first time,
permit useful lives for each asset class to be as current and
as accurate a reflection of a "reasonable allowance" as pos-
sible, based upon a broad spectrum of up-to-date informa-
tion reflecting both the trend of past experience and what
may be anticipated for the short run future;

*' See statement of Paul W. McCracken, Chairman of the President's Councul of Economic
Advisers, January 11, 1971, where Mr. McCraclten stated:

It seems to me . . . the major significance of these moves is to be found in the fact
that in the short run they vvfill increase both the means and the incentives for capital
expenditures of businesses. They will mean roughly a percentage point increase in
rate of return although that will vary, depending on the situation, and of course the
cash flow itself will thus be augmented.

I think for the longer run, however, this change may have even greater signifi-

cance. What these are going to do is to make for a more competitive and resilient
and productive economy. They will increase the etiuilibrium amount of investment
which it is appropriate for any company to make, thereby enhancing the productivity
of labor and other productive resources. This is going to be very important in the
period ahead, both because of the heavy demands on our productive facilities—they
are going to be coming with new uses such as environment and so forth—but also
because of the importance of our maintaining and strengthening our competitive po-
sition in the international markets.

•* See statement of the President, January 11, 1971.
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-increased investment resulting from ADR will produce eco-

nomic growth which will increase our Gross National Product
and reduce unemployment;

-additional investment in more modern productive equipment
stimulated by ADR will increase productivity and dampen
inflation; and

-the competitive position of American producers in world
markets will be greatly strengthened.
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To: All Regional Commissioners and District Directors

From : Director, Audit Division
National Office CP:A

Subject: Survey of Audit Depreciation Practices

The Commissioner has urgent need for information about field

audit practices in handling depreciation issues both prior to and
subsequent to January 1, 1962.

We are sending you a quantity of this memorandum with a
questionnaire attached on the subject of depreciation practices.

The questions have been designed to minimize preparation time
and do not require research or the compilation from records.

Rather, the survey is designed to draw on the actual experience
of revenue agents, engineers and conferees regarding the actual
practices involved in adjudging useful lives for Federal Tax de-
preciation purposes.

Parts I and II of this survey form should be filled out by as
many revenue agent and engineer personnel as possible who have
a minimum of five years with the Internal Revenue Service in

these positions. Part III should be filled out by Audit Conferees.
Employees are not asked to sign the questionnaires. But it is

essential for field officials at all levels to see that steps are taken
to have the appropriate employees prepare the questionnaires so
that they will be returned within the time prescribed below.

Please note item 11 Part I of the questionnaire asks for in-

formation regarding tolerances for adjusting useful lives. If

your district has issued any instructions on this point, please send
us a copy with the completed questionnaires.

This is a high priority project established at the Commis-
sioner's request and your replies are requested to be returned to

Director, Audit Division, Attention: CP:A:C no later than 10
days from the date of your receipt of this memorandum. Be-
cause of the urgent need for the information, district audit divi-

sions should send the completed questionnaires directly to this

office.

This report is exempt under IRM 1(20)16.35(1) (e).

/s/ S. B. Wolfe
S. B. Wolfe

Internal Revenue Service

Attachment

46



DEPRECIATION SURVEY

ALL PERSONNEL
GRAND TOTAL

Revenue Agents & Engineers

I For tax years ending before 1/1/62
For Machinery and Equipment Only

(1) In your experience did taxpayers claim lives for machin-

ery and equipment shorter than, the same as, or longer

than Bulletin ''F"? Check one.

Shorter than___.2656 ; same as.—999 ; longer than 100.

(2) Was the ansv^er given above generally true and con-

sistent or was taxpayer practice erratic? Check one.

General consistent— 2865 ; erratic-__.848.

(3) In your experience did you, during this period (before

1/1/62) more often accept lives claimed for machinery
and equipment shorter than, the same as, or longer than

Bulletin "F"? Check one.

Shorter than.—1395; same as—2102; longer than....191.

(4) Was the ansM^er given in question 3 generally consistent

or erratic in practice? Check one.

Generally consistent—.3258 ; erratic—515.

(5) In your experience did taxpayers generally claim lives

for their equipment on the basis of actual retention or

retirement practices ; over a longer than ; shorten than,

retirement practice period? Check one.

Shorter than.-.-2801 ; actual.-.719 ; longer than.-_.184.

(6) In your experience in adjudging taxpayers claimed lives

for depreciable equipment, do you feel that the lives

you finally accepted and agreed upon with the taxpayer

were shorter than, the same as, or longer than lives

based on actual taxpayer retirement practices? Check
one.

Shorter than.—1666 ; same as 1808 ; longer than-_.233.

(7) What proportion of your deprecation case issues for

machinery and equipment during this period was agreed

to by you and the taxpayer before Conference level or

Appellate? Check one.

Less than 50% ..-209; 50-75%....824; more than 75%... 2627.
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(8) What proportion of depreciation case issues unagreed at

your level was sustained in full at highel level (i.e. Con-
ference, Appellate or Court?) Check one.

Less than 25%_-.1144; 25%-75%-.-_1351 ; more than 75%-„.
1209.

(9) What proportion of unagreed deprecation issue cases

was later adjusted by Conference, Appellate or Courts
to shorter lives than you had recommended for depre-

ciable machinery and equipment? Check one.

Less than 25%.-2105; 25%-75%-971; more than 75%-.
554.

(10) During this period (prior to 1/1/62) in your consider-

ation of lives claimed for depreciation did you accept

lives claimed if they equaled or exceeded Bulletin "F"
without regard to the taxpayer's actual retirement prac-

tices? Check one.

Yes.-2973; No.. 709.

(11) Did you use a percentage tolerance in considering

whether or not the taxpayers lives claimed for deprecia-

tion were acceptable? Check one.

No tolerance.—1445 ; within 10% 1703; greater than 10%
547.

(12) Considering your answers to the foregoing questions, do

you feel that you and the IRS, in the period prior to

1962, did establish depreciable lives for taxpayer's ma-
chinery and equipment that were less than, the same as,

or more than the lives reflected by the taxpayer's actual

retirement and replacement practice? Check one.

Less than 1704; same as.—1519; more than....339.

II For tax years ending after 1/1/62

For Machinery and Equipment Only

(1) In your experience since 1962 for your taxpayer cases

involving deprecation of machinery and equipment ; have

most, some or few of these taxpayers adopted the guide-

line procedures of Revenue Procedure 62-21 ? Check one.

Few....2088 ; some--938 ; most--872.

(2) Supply the same information for smaller taxpayers (less

than $1,000,000 in assets) as to the proportion using

guideline procedures of Rev. Proc. 62-21. Check one.

Few—.2576 ; some....841 ; most-.476.
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(3) In your cases where taxpayers used guideline deprecia-

tion did most of them adopt depreciation guidelines be-

fore or during the examination? Check one.

Before-.-3466 ; during..-404.

(4) In your opinion is the reserve ratio test workable and

practical or unworkable and impractical in its present

form? Check one.

Workable and practical—.493 ; unworkable and impractical

3297.

(5) If you judged the test unworkable and impractical check

the item below which most nearly fits the basis for your

conclusion.

Complexity of test—1219; lack of taxpayer understanding

of test.__.507; numerous tolerances and adjustment limits in-

validate effectiveness of test—1356; assumptions of the test

do not fit actual situations.—171 ; other....59.

(6) How often did you test the reserve for depreciation by

using the reserve ratio test? Check one.

Never—1493; 1-10 cases_.-.2104 ; 10-20 cases 136; 20 or

more cases....46.

(7) In your experience how often did taxpayer fail the re-

serve ratio test? Check one.

Never....2287 ; 1-10 cases....ll51 ; 10-20 cases ...68; 20 or more
cases....21.

(8) What proportion of taxpayers claiming depreciation

during guideline years used a test of facts and circum-

stances to justify the lives claimed rather than the re-

serve ratio test or other rules of the procedure? Check

one.

0-25%....1695; 25%-75%.-832; over 75%.-1231.

(9) In your opinion, are most, some or few taxpayers receiv-

ing more favorable depreciation benefits under the de-

preciation guidelines of Rev. Proc. 62-21 than they

might otherwise be able to justify? Check one.

Most-...1573 ; some....l333 ; few....904.

(10) Do you favor abandonment of the reserve ratio test?

Check one.

Yes...-3349; no....477.
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(11) My answers to these questions are based on the follow-

ing degree of emphasis or experience with the issue of

useful life for depreciation in my cases. Check one.

Frequent-—2028 ; infrequent 1854.

(12) My position in the Service is: Check one.

Revenue agent—.3715; engineer.—116.

(13) My years of IRS experience as an agent or engineer are

:

Check one.

5-10 yrs.-1364; 10-15 yrs. -734; 15-20 yrs—781; over 20

yrs.—1011.

Ill Conferees at District Conference Staff

For Machinery and Equipment Only

(1) For pre-1962 years and the depreciation cases coming

before you at Conference level, did you sustain the reve-

nue agent's recommendation as to useful life in most,

some or few of the cases considered? Check one.

Most-.44; some—87; few—26.

(2) As a matter of general practice for pre-1962 years do

you feel the conclusions reached at conference level by

you on useful life questions were accurately reflective of

taxpayers actual retirement practices, or more, or less

than actual retirement practice? Check one.

More than 10 ; same as—91 ; less than.—55.

(3) If your answer above indicates that you have disposed

of cases at Conference level at useful lives of less than

actual retirement practices which, if any, of the follow-

ing factors most nearly reflects your reasoning for that

conclusion? Check one or more.

Technological advances_-6; economic obsolescence-.--32 ; rela-

tive unimportance of useful life in the depreciation equation

(question of timing)—22; other— 10.

(4) In your experience, has the reserve ratio test of Rev.

Proc. 6221 been helpful in reducing controversies over

useful life? Check one.

Yes....38; no -111.
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DEPRECIATION SURVEY

REVENUE AGENTS
GRAND TOTAL
6-17-71

Revenue Agents & Engineers

I For tax years ending before 1/1/62

For Machinery and Equipment Only

(1) In your experience did taxpayers claim lives for machin-

ery and equipment shorter than, the same as, or longer

than Bulletin "F"? Check one.

Shorter than.—2566; same as.—985; longer than....97.

(2) Was the answer given above generally true and consist-

ent or was taxpayer practice erratic? Check one.

Generally consistent.-.-2782 ; erratic.-.825.

(3) In your experience did you, during this period (before

1/1/62) more often accept lives claimed for machinery

and equipment shorter than, the same as, or longer than

Bulletin "F"? Check one.

Shorter than 1359 ; same as....2044 ; longer than 180.

(4) Was the answer given in question 3 generally consistent

or erratic in practice? Check one.

Generally consistent._-3168 ; erratic—.497.

(5) In your experience did taxpayers generally claim lives

for their equipment on the basis of actual retention or

retirement practices; over a longer than; shorter than,

retirement practice period? Check one.

Shorter than_.._2712 ; actual.-..705 ; longer than....l82.

(6) In your experience in adjudging taxpayers claimed

lives for depreciable equipment, do you feel that the lives

you finally accepted and agreed upon with the taxpayer

were shorter than, the same as, or longer than lives

based on actual taxpayer retirement practices? Check
one.

Shorter than....l612 ; same as....l757 ; longer than 231.

(7) What proportion of your deprecation case issues for

machinery and equipment during this period was agreed

to by you and the taxpayer before Conference level or

Appellate? Check one.

Less than 50%....199; 50-75%.-782; more than 75% ....2573.
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(8) What proportion of depreciation case issues unagreed
at you level was sustained in full at higher level (i.e.

Conference, Appellate or Court?) Check one.

Less than 25%-_1110; 25% -75% ,...1309; more than 75%.-
1185.

(9) What proportion of unagreed depreciation issue cases

v^^as later adjusted by Conference, Appellate or Courts
to shorter lives than you had recommended for depre-

ciable machinery and equipment? Check one.

Less than 25%....2055; 25%-75% ...946; more than 75%....

529.

(10) During this period (prior to 1/1/62) in your considera-

tion of lives claimed for depreciation did you accept lives

claimed if they equaled or exceeded Bulletin "F" with-

out regard to the taxpayer's actual retirement prac-

tices? Check one.

Yes-..-2916 ; No .664.

(11) Did you use a percentage tolerance in considering

whether or not the taxpayers lives claimed for deprecia-

tion were acceptable? Check one.

No tolerance....l414 ; within 10% 1636; greater than 10%
_.535.

(12) Considering your answers to the foregoing questions,

do you feel that you and the IRS, in the period prior to

1962, did establish depreciable lives for taxpayer's ma-
chinery and equipment that were less than, the same as,

or more than the lives reflected by the taxpayer's actual

retirement and replacement practice? Check one.

Less than 1647 ; same as 1472 ; more than...-337.

II For tax years ending after 1/1/62

For Machinery and Equipment Only

(1) In your experience since 1962 for your taxpayer cases

involving deprecation of machinery and equipment ; have

most, some or few of these taxpayers adopted the guide-

line procedures of Revenue Procedure 62-21? Check one.

Few-...2073 ; some-_-913 ; most-.796.

(2) Supply the same information for smaller taxpayers (less

than $1,000,000 in assets) as to the proportion using

guideline procedures of Rev. Proc. 62-21. Check one.

Few...-2544; some....787; most...-455.
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(3) In your cases where taxpayers used guideline deprecia-

tion did most of them adopt depreciation guidelines be-

fore or during the examination? Check one.

Before- .3374 ; during..-_381.

(4) In your opinion is the reserve ratio test workable and
practical or unworkable and impractical in its present

form? Check one.

Workable and practical-—462 ; unworkable and impractical—.

3224.

(5) If you judged the test unworkable and impractical check

the item below which most nearly fits the basis for your

conclusion.

Complexity of test -.1209 ; lack of taxpayer understanding

of test—502; numerous tolerances and adjustment limits in-

validate effectiveness of test .1292; assumptions of the test

do not fit actual situations...-166 ; other—.56.

(6) How often did you test the reserve for depreciation by
using the reserve ratio test? Check one.

Never--1485; 1-10 cases—2041; 10-20 cases— 124; 20 or

more cases.—17.

(7) In your experience how often did taxpayer fail the re-

serve ratio test? Check one.

Never-.2252 ; 1-10 cases--1086 ; 10-20 cases.-61 ; 20 or more
cases 18.

(8) What proportion of taxpayers claiming depreciation

during guideline years used a test of facts and circum-

stances to justify the lives claimed rather than the re-

serve ratio test or other rules of the procedure? Check
one.

0-25%—1620; 25%-75%—804; over 75%-.1219.

(9) In your opinion, are most, some or few taxpayers receiv-

ing more favorable depreciation benefits under the de-

preciation guidelines of Rev. Proc. 62-21 than they might

otherwise be able to justify? Check one.

Most....l474 ; some_-..1318 ; few.-903.

(10) Do you favor abandonment of the reserve ratio test?

Check one.

Yes-.3291 ; no. .423.
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(11) My answers to these questions are based on the follow-

ing degree of emphasis or experience with the issue of

useful life for depreciation in my cases. Check one.

Frequent-.1932 ; infrequent-_-1838.

(12) My position in the Service is: Check one.

Revenue agent-___3715 ; engineer.——

.

(13) My years of IRS experience as an agent or engineer

are: Check one.

5-10 yrs._-_1298; 10-15 yrs..-.-701; 15-20 yrs.-__770; over 20
yrs.--1004.

Ill Conferees at District Conference Staff

For Machinery and Equipment Only

(1) For pre-1962 years and the depreciation cases coming
before you at Conference level, did you sustain the reve-

nue agent's recommendation as to useful life in most,

some or few of the cases considered? Check one.

Most-.-44; some..-_87; few„..26.

(2) As a matter of general practice for pre-1962 years do

you feel the conclusions reached at conference level by
you on useful life questions were accurately reflective of

taxpayers actual retirement practices, or more, or less

than actual retirement practice? Check one.

More than 10 ; same as 91 ; less than 55.

(3) If your answer above indicates that you have disposed

of cases at Conference level at useful lives of less than
actual retirement practices which, if any, of the follow-

ing factors most nearly reflects your reasoning for that

conclusion? Check one or more.

Technological advances __6; economic obsolescence____32 ; rela-

tive unimportance of useful life in the depreciation equation

(question of timing) 22; other 10.

(4) In your experience, has th© reserve ratio test of Rev.

Proc. 6221 been helpful in reducing controversies over

useful life? Check one.

Yes—38; no....lll.
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DEPRECIATION SURVEY
ENGINEERS
TOTAL
6-17-71

Revenue Agents & Engineers

I For tax years ending before 1/1/62

For Machinery & Equipment Only

(1) In your experience did taxpayers claim lives for ma-

chinery and equipment shorter than, the same as, or

longer than Bulletin "F"? Check one.

Shorter than 90 ; same as—.14 ; longer than 3.

(2) Was the ansv^^er given above generally true and con-

sistent or was taxpayer practice erratic? Check one.

Generally consistent—83 ; erratic—.23.

(3) In your experience did you, during this period (before

1/1/62) more often accept lives claimed for machinery

and equipment shorter than, the same as, or longer than

Bulletin "F"? Check one.

Shorter than—.36; same as.—58; longer than....11.

(4) Was the answer given in question 3 generally consistent

or erratic in practice? Check one.

Generally consistent 90; erratic—.18.

(5) In your experience did taxpayers generally claim lives

for their equipment on the basis of actual retention or

retirement practices; over a longer than; shorter than,

retirement practice period? Check one.

Shorter than....89 ; actual 14 ; longer than__._2.

(6) In your experience in adjudging taxpayers claimed lives

for depreciable equipment, do you feel that the lives you
finally accepted and agreed upon with the taxpayer were
shorter than, the same as, or longer than lives based on

actual taxpayer retirement practices? Check one.

Shorter than 54 ; same as..-51 ; longer than.-_.2.

(7) What proportion of your deprecation case issues for

machinery and equipment during this period was agreed
to by you and the taxpayer before Conference level or
Appellate? Check one.

Less than 50%....10; 50-75%—42; more than 75%....54.
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(8) What proportion of depreciation case issues unagreed
at your level was sustained in full at higher level (i.e.

Conference, Appellate or Court?) Check one.

Less than 25% -.34; 25%-75% -...42; more than 75%-_..24.

(9) What proportion of unagreed depreciation issue cases
was later adjusted by Conference, Appellate or Courts
to shorter lives than you had recommended for deprecia-
ble machinery and equipment? Check one.

Less than 25% -.50; 25%-75%...25; more than 75% ....25.

(10) During this period (prior to 1/1/62) in your considera-
tion of lives claimed for depreciation did you accept
lives claimed if they equaled or exceeded Bulletin "F"
without regard to the taxpayer's actual retirement prac-
tices? Check one.

Yes„..57; No.-.-45.

(11) Did you use a percentage tolerance in considering

whether or not the taxpayers lives claimed for deprecia-

tion were acceptable? Check one.

No tolerance....31 ; within 10% ....67; greater than 10%.-.12.

(12) Considering your answers to the foregoing questions, do

you feel that you and the IRS, in the period prior to

1962, did establish depreciable lives for taxpayer's ma-
chinery and equipment that were less than, the same as,

or more than the lives reflected by the taxpayer's actual

retirement and replacement practice? Check one.

Less than 57 ; same as 47 ; more than...-2.

II For tax years ending after 1/1/62

For Machinery & Equipment Only

(1) In your experience since 1962 for your taxpayer cases
iTi^7r.i-.'i"s uepieciation of machinery ana equipn^^^^* , Vmve
most, some or few of these taxpayers adopted the guide-

line procedures of Revenue Procedure 62-21? Check

one.

Few 15; some 25; most....76.

(2) Supply the same information for smaller taxpayers (less

than $1,000,000 in assets) as to the proportion using

guideline procedures of Rev. Proc. 62-21. Check one.

Few 32 ; some-.-54 ; most-...21.
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(3) In your cases where taxpayers used guideline deprecia-

tion did most of them adopt depreciation guidelines be-

fore or during the examination? Check one.

Before„..92 ; during....23.

(4) In your opinion is the reserve ratio test workable and
practical or unworkable and impractical in its present

form? Check one.

Workable and practical 31; unworkable and impractical

73.

(5) If you judged the test unworkable and impractical check

the item below which most nearly fits the basis for your

conclusion.

Complexity of test—.10; lack of taxpayer understanding of

test—-5; numerous tolerances and adjustment limits invalidate

effectiveness of test—.64; assumptions of the test do not fit

actual situations—-5 ; other—3.

(6) How often did you test the reserve for depreciation by
using the reserve ratio test? Check one.

Never 8 ; 1-10 cases— 63 ; 10-20 cases 12 ; 20 or more cases

.-29.

(7) In your experience how often did taxpayer fail the re-

serve ratio test? Check one.

Never 35; 1-10 cases—.65; 10-20 cases 7; 20 or more cases

—3.

(8) What proportion of taxpayers claiming depreciation

during guideline years used a test of facts and circum-

stances to justify the lives claimed rather than the re-

serve ratio test or other rules of the procedure? Check
one.

0-25% v.f^- ''^^^' '^^^' ^°' '^"'^*' 7.'i%—.12.

(9) In your opinion, are most, some or few taxpayers re-

ceiving more favorable depreciation benefits under the

depreciation guidelines of Rev. Proc, 62-21 than they

might otherwise be able to justify? Check one.

Most 99; some.—15; few-..l.

(10) Do you favor abandonment of the reserve ratio test?

Check one.

Yes.. -58; no....54.
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(11) My answers to these questions are based on the follow-

ing degree of emphasis or experience with the issue of

useful life for depreciation in my cases. Check one.

Frequent 98 ; infrequent 16.

(12) My position in the Service is: Check one.

Revenue agent.—— ; engineer—.116.

(13) My years of IRS experience as an agent or engineer

are: Check one.

5-10 yrs 66; 10-15 yrs.—33; 15-20 yrs—11; over 20 yrs

7.
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T.D. 7128 ^

TITLE 26—INTERNAL REVENUE.—
CHAPTER I, SUBCHAPTER A, PART
L—INCOME TAX; TAXABLE
YEARS BEGINNING AFTER DE-
CEMBER 31, 1953

Depreciation allowances using asset de-

preciation range system

Department of the Treasury,
Office OF Commissioner

OF Internal Revenue,
Washington, D.C. 20224.

To Officers and Employees of the Internal
Revenue Service and Others Con-
cerned;

On March 13, 1971, notice of pro-

posed rule making with respect to the

amendment of the Income Tax Regu-
lations (26 CFR Part 1) under section

167 of the Internal Revenue Code of

1954 relating to depreciation allow-

ances using asset depreciation range

system, was published in the Federal

Register (36 F.R. 4885). After con-

sideration of all such relevant matter

as was presented by interested persons

regarding the rules proposed, the fol-

lowing amendments are adopted.

Paragraph 1. The following new
section is added immediately after

§ 1.167 (a) -10 to read as follows:

^36 F.R. 11924.

§1.167(a)-ll Depreciation based on

asset depreciation ranges for

property placed in service after

December 31, 1970.

(a) In general— (1) Summary.
This section provides an asset depreci-

ation range system for determining the

reasonable allowance for depreciation

of designated classes of assets placed in

service after December 31, 1970. The
system is designed to minimize disputes

between taxpayers and the Internal

Revenue Service as to the useful life of

property, and as to salvage value, re-

pairs, and other matters. The system is

optional with the taxpayer. The tax-

payer has an annual election. Gen-

erally, an election for a taxable year

will apply to all additions of eligible

property during the taxable year of

election, but does not apply to addi-

tions of eligible property in any other

taxable year. The taxpayer's election,

made with the return for the taxable

year, may not be revoked or modified

for any property included in the elec-

tion. Generally, the taxpayer must es-

tablish vintage accounts for all eligible

property included in the election, must

determine the allowance for deprecia-

tion of such property in the taxable

year of election, and in subsequent tax-

able years, on the basis of the asset de-

preciation period (within the asset

depreciation range) specified in the

election, and must apply the first-year
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convention specified in the election to

determine the allowance for deprecia-

tion of such property. This section also

contains special provisions for the

treatment of salvage value, retirements,

and the costs of the repair, mainte-

nance, rehabilitation or improvement

of property. In general, a taxpayer may
not apply any provision of this section

unless he makes an election and thereby

consents to, and agrees to apply, all the

provisions of this section. A taxpayer

who elects to apply this section does,

however, have certain options as to the

application of specified provisions of

this section. A taxpayer may elect to

apply this section for a taxable year

only if for such taxable year he com-
plies with the reporting requirements of

paragraph (f) (4) of this section.

(2) Definitions. For the meaning of

certain terms used in this section, see

paragraphs (b) (2) ("eligible prop-

erty"), (b)(3) ("vintage account"

and "vintage"), (b)(4) ("asset de-

preciation range", "asset guideline

class", "asset guideline period", and
"asset depreciation period"), (b)(5)

(iii)(a) ("used property"), (b)(6)

(i) ("public utility property"), (c)

(l)(iv) ("original use"), (c)(1) (v)

("unadjusted basis" and "adjusted

basis"), (c)(2)(ii) ("modified half-

year convention"
) ,

(c) (2) (iii) ("half-

year convention"
) ,

(d)(1) (i) ("gross

salvage value"), (d) (1) (ii) ("salvage

value"), (d)(2) (iii) ("repair allow-

ance", "repair allowance percentage",

and "repair allowance property")
,
(d)

(2)(vi) ("excluded addition"), (d)

(2) (vii) ("property improvement"),

(d) (3) (ii) ("ordinary retirement"

and "extraordinary retirement"), (d)

(3) (vi) ("special basis vintage ac-

count"), and (e) (1) ("first placed in

service") of this section.

(b) Reasonable allowance using

asset depreciation ranges— (
1

) In gen-

eral. The allowance for depreciation

of eligible property (as defined in sub-

paragraph (2) of this paragraph) to

which the taxpayer elects to apply this

section shall be determined as provided

in paragraph (c) of this section and

shall constitute the reasonable allow-

ance for depreciation of such property

under section 167 (a)

.

(2) Definition of eligible property.

For purposes of this section, the term

"eligible property" means property

which is subject to the allowance for

depreciation provided by section 167

(a) but only if—

•

(i) An asset guideline class and

period are in effect for such property

for the taxable year of election (see

paragraph (4) of this paragraph)
;

(ii) The property is tangible per-

sonal property, or is other tangible

property (not including a building or

its structural components) which (a)

is used as an integral part of manu-
facturing, production, or extraction

or of furnishing transportation, com-

munications, electrical energy, gas,

water, or sewage disposal services,

or {b) constitutes research or storage

facilities used in connection with any

of the activities described in (a) of

this subdivision (but see subpara-

graph (6) of this paragraph for spe-

cial rule for certain public utility

property as defined in section 167(1)

(3)_(A));

(iii) The property is first placed

in service (as described in paragraph

(e) (1) of this section) by the tax-

payer after December 31, 1970 (but

see subparagraph (7) of this para-

graph for special rule where there is

a mere change in the form of con-

ducting a trade or business) ; and

(iv) During the taxable year of

election, the property is predomi-

nantly used (within the meaning of

paragraph (g)(1) (i) and (iii) of

§ 1.48-1) within the United States

(as defined in section 7701 (a)(9)),

or meets the requirements of para-

graph (g)(2) of § 1.48-1 (relating
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to exceptions to the requirement of

predominant use). See subpara-

graph (5) (vi) of this paragraph for

special rule in the case of change in

predominant use.

The language used in subdivision (ii)

of this subparagraph shall have the

same meaning as when used in section

1245(a)(3) (A) and (B). The term

"eligible property" includes any prop-

erty which meets the requirements of

this subparagraph, whether such prop-

erty is new property, "used property"

(as described in subparagraph (5) (iii)

{a) of this paragraph), a "property

improvement" (as described in para-

graph (d) (2) (vii) of this section), or

an "excluded addition" (as described

in paragraph (d) (2) (vi) of this sec-

tion) . For the treatment of expendi-

tures for the repair, maintenance, re-

habilitation or improvement of cer-

tain property, see paragraph (d) (2)

of this section.

(3) Requirement of vintage ac-

counts— (i) In general. For purposes

of this section, a "vintage account" is a

closed-end depreciation account con-

taining eligible property to which the

taxpayer elects to apply this section,

first placed in service by the taxpayer

during the taxable year of election. The
"vintage" of an account refers to the

taxable year during which the eligible

property in the account is first placed

in service by the taxpayer. Such an ac-

count will consist of an asset, or a group

of assets, within a single asset guideline

class established pursuant to subpara-

graph (4) of this paragraph and may
contain only eligible property. Each

item of eligible property to which the

taxpayer elects to apply this section,

first placed in service by the taxpayer

during the taxable year of election,

shall be placed in a vintage account of

the taxable year of election. For rule

regarding "special basis vintage ac-

counts" for certain property improve-

ments, see paragraphs (d) (2) (viii)

and (3) (vi) of this section. Any num-
ber of vintage accounts of a taxable

year may be established. More than one

account of the same vintage may be

established for different assets of the

same asset guideline class.

(ii) Special rule. Property the origi-

nal use of which does not commence
with the taxpayer may not be placed

in a vintage account with property the

original use of which commences with

the taxpayer. Property described in sec-

tion 167(f) (2) may not be placed in

a vintage account with property not

described in section 167(f)(2). Prop-

erty described in section 179(d) (1) for

which the taxpayer elects the allow-

ance for the first taxable year in ac-

cordance with section 179(c) may not

be placed in a vintage account with

property not described in section 179

(d)(1) or for which the taxpayer does

not elect such allowance for the first

taxable year. For special rule for prop-

erty acquired in a transaction to which

section 381 (a) applies, see paragraph

(e) (3) (i) of this section. For addi-

tional rules with respect to accounting

for eligible property, see paragraph (e)

of this section.

(4) Asset depreciation ranges— (i)

Selection of asset depreciation period.

An election shall specify for each vin-

tage account of the taxable year of elec-

tion the asset depreciation period

selected by the taxpayer from the asset

depreciation range for the assets in

such account. For purposes of this sec-

tion the term "asset guideline class"

means a category of assets for which a

separate asset guideline period and as-

set depreciation range is in effect as

provided in subdivision (ii) of this sub-

paragraph. Any period within the asset

depreciation range for the assets in a

vintage account which is a whole num-

ber of years, or a whole number of

years plus a half year, may be selected.
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The lower limit of the asset deprecia-

tion range for a vintage account is 80

percent of the asset guideline period

established for the assets in the account,

and the upper limit of such range is

120 percent of such asset guideline

period, determined in each case by

rounding any fractional part of a year

to the nearer of the nearest whole year

or the nearest half year.

(ii) Establishment of asset guideline

classes and periods. The asset guideline

classes and periods, and the asset

depreciation ranges determined from

such periods in effect for taxable years

ending before the effective date of the

first supplemental asset guideline

classes and periods, and asset deprecia-

tion ranges, established pursuant to this

section are set forth in Revenue Proce-

dure 71-25 [page 62, this bulletin].

Asset guideline classes and periods, and
asset depreciation ranges, will from

time to time be established, supple-

mented and revised with express refer-

ence to this section, and will be pub-

lished in the Internal Revenue Bul-

letin. The asset guideline classes, the

asset guideline periods, and the asset

depreciation ranges determined from
such periods in effect on the last day

of a taxable year of election year shall

apply to all vintage accounts of such

taxable year; except that the lower

limit of the asset depreciation range

for any such account shall not be longer

than the lower limit of the asset depre-

ciation range for such account in effect

on the first day of such taxable year.

The reasonable allowance for deprecia-

tion of property for any taxable year

in a vintage account shall not be

changed to reflect any supplement or

revision of the asset guideline classes

or periods, and asset depreciation

ranges, after the end of the taxable year

in which the account was established.

(iii) Applicable guideline classes and

periods in special situations, (a) An
electric or gas utility which would in

accordance with Revenue Procedure

64-21 [G.B. 1964 (Part 1), 685] be en-

titled to use a composite guideline class

basis for applying Revenue Procedure

62-21 [G.B. 1962-2, 418] may elect to

apply this section on the basis of a

composite asset guideline class and as-

set guideline period determined as pro-

vided in Revenue Procedure 64-21.

The asset depreciation range for such

a composite asset guideline class shall

be determined by reference to the com-

posite asset guideline period for the

first taxable year to which the taxpayer

elects to apply this section and shall not

be changed until such time as major

variations in the asset mix or the asset

guideline classes or periods justify some

other composite asset guideline period.

For the purposes of this section, all

property in the composite asset guide-

line class shall be treated as included in

a single asset guideline class. If the

taxpayer elects to apply this subdivi-

sion, the election shall be made on the

tax return filed for the first taxable

year for which the taxpayer elects to

apply this section. An election to apply

this subdivision for any taxable year

shall apply to all succeeding taxable

years to which the taxpayer elects to

apply this section, except to the extent

the election to apply this subdivision is

with the consent of the Commissioner

terminated with respect to a succeed-

ing taxable year and all taxable years

thereafter.

(b) For purposes of this section,

prop)erty shall be included in the asset

guideline class for the activity in which

the property is primarily used. See

paragraph (e)(3) (iii) of this section

for rule for leased property. Prop>erty

shall be classified according to primary

use even though the activity in which

such property is primarily used is in-
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substantial in relation to all the tax-

payer's activities. No change in the

classification of property shall be made
because of a change in primary use

after the end of the taxable year in

which property is first placed in service.

(c) An incorrect classification by

the taxpayer of property for the pur-

poses of this section (such as under (b)

of this subdivision or under subpara-

graph (2) of this paragraph) shall not

cause or permit a revocation of the

election to apply this section for the

taxable year in which such property

was first placed in service. The classifi-

cation of such property shall be cor-

rected. All adjustments necessary to

the correction shall be made, including

adjustments of unadjusted basis, ad-

justed basis, salvage value, the reserve

for depreciation of all vintage accounts

affected, and the amount of deprecia-

tion allowable for all taxable years

involved. If because of incorrect clas-

sification, property included in an elec-

tion to apply this section was not placed

in a vintage account and no asset

depreciation period was selected for

the property or the property was placed

in a vintage account but an asset

depreciation period was selected from
an incorrect asset depreciation range,

the taxpayer shall place the property in

a vintage account and select an asset

depreciation period for the account

from the correct asset depreciation

range. The asset depreciation period

selected shall be specified on the tax

return filed for the taxable year dur-

ing which the classification of the prop-

erty is determined to be in incorrect.

(d) If for a taxable year for which
the taxpayer elects to apply this sec-

tion, the taxpayer computes deprecia-

tion for eligible property first placed in

service during the taxable year under a

method of depreciation described in

subparagraph (5) (v) (a) of this para-

graph, then all eligible property in the

same asset guideline class as such prop-

erty shall be excluded from the election.

However, if the taxpayer establishes to

the satisfaction of the Commissioner

that a method of depreciation described

in subparagraph (5)(v)(a) of this

paragraph was adopted for property in

the asset guideline class on the basis of

a good faith mistake as to the proper

asset guideline class for the property,

then the taxpayer may terminate (as of

the beginning of the taxable year) such

method of depreciation with respect to

all eligible property in the asset guide-

line class which was first placed in

service during the taxable year. In such

event, the taxpayer's election to apply

this section shall include eligible prop-

erty in the asset guideline class without

regard to subparagraph (5) (v) (a) of

this paragraph. The provisions of {c)

of this subdivision shall apply to the

correction in the classification of the

property.

(iv) Examples. The principles of this

subparagraph may be illustrated by the

following examples:

Example (/). Corporation X pur-

chases a bulldozer for use in its con-

struction business. The bulldozer is

first placed in service in 1972. Since

the bulldozer is tangible personal prop-

erty, predominantly used within the

United States, for which an asset guide-

line class and period have been estab-

lished, the bulldozer is eligible property.

The bulldozer is in asset guideline class

15.1 of Revenue Procedure 71-25, and
the asset depreciation range is 4-6

years.

Example (2). In 1972 corporation

Y first places in service a factory build-

ing. It is not eligible property, since it
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does not meet the requirements of sub-

paragraph (2) (ii) of this paragraph.

Example (3). In January of 1971,

corporation _ F, a calendar year tax-

payer, pays or incurs $2,000 for the

rehabilitation and improvement of

machine A which was first placed in

service in 1969. On January 1, 1971,

corporation Y first placed in service

machines B and C, each with an un-

adjusted basis of $10,000. Machines B
and C are eligible property. Machine
A would be eligible property but for the

fact it was first placed in service prior

to January 1, 1971 (that is, machine A
is eligible property determined with-

out regard to subparagraph (2) (iii) of

this paragraph). Corporation Y elects

to apply this section for the taxable

year, and adopts the modified half-year

convention described in paragraph

(c) (2) (ii) of this section, but does not

elect to apply the asset gtiideline class

repair allowance described in para-

graph (d) (2) (iii) of this section.

Machines A, B, and C are in asset

guideline class 24.4 under Revenue
Procedure 71-25 for which the asset

depreciation range is 8 to 12 years. The
$2,000 expended on machine A sub-

stantially increases its capacity and is a

capital expenditure under sections 162

and 263. The $2,000 is a property im-

provement (as defined in paragraph

(d) (2) (vii) (6) of this section) which
is eligible property. However, corpora-

tion Y by good faith mistakes treats the

property improvement of $2,000 as a

deductible repair and includes machine
B in asset guideline class 24.3 under
Revenue Procedure 71-25 for which
the asset depreciation range is 5 to 7

years. Corporation Y establishes vin-

tage accounts for 1971, and computes

depreciation for 1971 and 1972 as

follows

:

Vintage account for

machine B, with an

asset depreciation

period of 5 years

and an unadjusted

basis of $10,000 for

which corporation

T adopts the

straight line

method
Vintage account for

machine C, with an
asset depreciation

period of 8 years

and an unadjusted

basis of $10,000 for

which corporation

T adopts the

straight line

method

12-31-72 12-31-72

reserve for adjusted

depreciation basis

$4, 000 $6, 000

2,500 7,500

After audit in 1973 of corporation

F's taxable years 1971 and 1972, it is

determined that the $2,000 paid in

1971 for the rehabilitation and im-

provement of machine A is di capital

expenditure and that machine B is in

asset guideline class 24.4. The incorrect

classification is corrected. Corporation

Y places machine B and the property

improvement in a vintage account of

1971 and on its tax return filed for 1973

selects an asset depreciation period of

8 years for that account. Giving efTect

to the correction in classification of the

property in accordance with subdivi-

sion (iii) (c) of this subparagraph, at

the end of 1972 the unadjusted basis,

reserve for depreciation, and adjusted

basis of the vintage account for ma-

chine B and the property improvement

with respect to machine A are $12,000,

$3,000, and $9,000, respectively. Cor-

poration F's deduction of the $2,000

property improvement in 1971 as a re-

pair expense under section 162 is dis-

allowed. For 1971 and 1972 deprecia-
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tion deductions are disallowed in the

amount of $500 each year (that is,

$750 excess annual depreciation on ma-
chine B minus $250 annual deprecia-

tion on the property improvement)

.

Example (4). In 1971, corporation

X, a calendar year taxpayer, first places

in service machines A through M, all of

which are eligible property. All the ma-
chines except machine A are in asset

guideline class 24.3 under Revenue
Procedure 71-25. Machine A is in asset

guideline class 24.4 under Revenue
Procedure 71-25. By good faith mis-

take as to proper classification, corpo-

ration X includes both machine A and
machine B in asset guideline class 24.4.

Corporation X consistently uses the

machine hour method of depreciation

on property in asset guideline class 24.4

and for 1971 computes depreciation

for machine? 4 and B under that

method. Corporation X elects to apply

this section for 1971 on the assumption

that the election includes machines C
through M which are in asset guide-

line class 24.3. In 1973, upon audit of

corporation ^'s taxable years 1971 and
1972, it is determined that machine B
is included in asset guideline class 24.3

and that since for 1971 corporation X
computed depreciation on machine B
under the machine hour method, in

accordance with subparagraph (5) (v)

(a) of this paragraph all property in

asset gxiideline class 24.3 (machines B
through M) is excluded from corpora-

tion ^'s election to apply this section

for 1971. Although corporation X has

consistently used the machine hour

method for asset guideline class 24.4,

corporation X has not in the past used

the machine hour method for machines
of the type and function of machines
C through M which are in asset guide-

line class 24.3. Both machine A and
machine B are used in connection with

the manufacture of wood products.

There is reasonable basis for corpora-

tion X having assumed that machine B

is in asset guideline class 24.4 along

with machine A to which it is similar.

Corporation X establishes to the satis-

faction of the Commissioner that it

used the machine hour method for ma-
chine B on the basis of a good faith

mistake as to the proper classification

of the machine. Corporation X can ter-

minate the machine hour method of

depreciation for machine B as of the

beginning of 1971, and in that event

corporation .^^s election to apply this

section for 1971 will apply to machines

B through M without regard to sub-

paragraph (5) (v) (a) of this para-

graph. The adjustments provided in

subdivision (iii) (c) of this subpara-

graph will be made as a result of the

correction in classification of property.

(5) Requirements of election— (i)

In general. Except as otherwise pro-

vided in paragraph (d) (2) of this sec-

tion dealing with expenditures for the

repair, maintenance, rehabilitation or

improvement of certain property, no

provision of this section shall apply to

any property other than eligible prop-

erty to which the taxpayer elects, in

accordance with this section, to apply

this section. For the time and manner
of election, see paragraph (f) of this

section. Except as otherwise provided

in subdivisions (v) and (vi) of this

subparagraph and in subparagraph

(6) (iii) of this paragraph, a taxpayer's

election to apply this section may not

be revoked or modified after the last

day prescribed for filing the election.

Thus, for example, after such day, a

taxpayer may not cease to apply this

section to property included in the elec-

tion, establish different vintage ac-

counts for the taxable year of election,

select a different period from the asset

depreciation range for any such ac-

count, or adopt a diflFerent first-year

convention for any such account.

(ii) Property required to be in-

cluded in election. Except as otherwise

provided in subdivision (iii) of this

64



subparagraph dealing with certain

"used property", in subdivision (iv) of

this subparagraph dealing with "sec-

tion 38 property" in subdivision (v) of

this subparagraph dealing with prop-

erty subject to special depreciation or

amortization, and in paragraph (e) (3)

(i) of this section dealing with trans-

actions to which section 381(a) ap-

plies, if the taxpayer elects to apply this

section to any eligible property first

placed in service by the taxpayer dur-

ing the taxable year of election, the

election shall apply to all such eligible

property, whether placed in service in

a trade or business or held for produc-

tion of income.

(iii) Special 10 percent used prop-

erty rule, {a) If the unadjusted basis

of eligible "used property" first placed

in service by the taxpayer during the

taxable year of election exceeds 10 per-

cent of the unadjusted basis of all eligi-

ble property first placed in service dur-

ing the taxable year of election, the

taxpayer may exclude all (but not less

than all) the eligible used property

from the election to apply this section.

For the purposes of this section, the

term "used property" means property

the original use of which does not com-
mence with the taxpayer.

(
b ) Solely for the purpose of deter-

mining whether the 10 percent rule of

this subdivision is satisfied, (/) used

property first placed in service during

the taxable year and subject to special

depreciation or amortization provi-

sions described in subsection (v) of

this subparagraph and (2) property ac-

quired during the taxable year in a

transaction to which section 381(a)

applies, shall all be treated as used

property regardless of whether such

property would be treated as new
property under section 167(c) and the

regulations thereunder.

(iv) Property subject to investment

tax credit. The taxpayer may exclude

from an election to apply this section

all, or less than all, units of eligible

property first placed in service during

the taxable year which is

—

(a) "Section 38 property" as de-

fined in section 48(a) which meets the

requirements of section 49, or

(
b ) Property described in section 47

(a) (5) (B) placed in service to replace

section 38 property disposed of.

(v) Property subject to special

method of depreciation or amortiza-

tion, (a) If for the taxable year of elec-

tion, the taxpayer computes deprecia-

tion under the unit of production,

retirement or machine hour method or

any other method not described in sec-

tion 167(b) (1), (2), or (3) for any

eligible property first placed in service

during the taxable year, an election to

apply this section for the taxable year

shall not include such property or any

other eligible property in the same asset

guideline class as such property.

(b) An election to apply this sec-

tion shall not include eligible property

for which, for the taxable year of elec-

tion, the taxpayer computes depreci-

ation under section 167(k), or com-

putes amortization under section 169,

184, 185, 187, or paragraph (b) of

§ 1.162-1 1. If the taxpayer has elected

to apply this section to eligible prop-

erty described in section 167(k), 169,

184, 185, or 187 and the taxpayer

thereafter computes depreciation or

amortization for such property for any

taxable year in accordance with sec-

tion 167(k), 169, 184, 185, or 187,

then the election to apply this section

to such property shall terminate as of

the beginning of the taxable year for

which depreciation or amortization is

computed under such section. Applica-

tion of this section to the property for

any period prior to the termination

date will not be affected by the ter-

mination. The unadjusted basis of the

property shall be removed as of the
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termination date from the unadjusted

basis of tlie vintage account. The de-

preciation reserve established for the

account shall be reduced by the de-

preciation allowable for the property,

computed in the manner prescribed

in paragraph ( c ) ( 1 )
( v ) ( 6 ) of this sec-

tion for determination of the adjusted

basis of the property. See paragraph

(d) (3) (vii) (</) of this section for

treatment of salvage value when prop-

erty is removed from a vintage account.

(vi) Change in predominant use of

eligible property. If eligible property

in a vintage account ceases to meet

the requirements of paragraph (g) ( 1

)

(i) and (iii) or (g) (2) of § 1.48-1 (re-

lating to requirement of predominant

use within the United States) for a

taxable year, the election to apply this

section to such property shall terminate

as of the beginning of such taxable

year. The application of this section to

such property for a period prior to the

termination date will not be affected.

The unadjusted basis of the property

shall be removed as of the termina-

tion date from the unadjusted basis

of the vintage account. The deprecia-

tion reserve established for the account

shall be reduced by the depreciation

allowable for the property, computed

in the manner prescribed in paragraph

(c)(l)(v)(6) of this section for deter-

mination of the adjusted basis of

the property. See paragraph (d) (3)

(vii) (<f) of this section for treatment

of salvage value when property is

removed from a vintage account.

(6) Special rule for certain public

utility property— (i) Requirement of

normalization in certain cases. Under
section 167(1), in the case of public

utility property (as defined in section

167(1) (3) (A)), if the taxpayer—

(a) Is entitled to use a method
of depreciation other than a "sub-

section (1) method" of depreciation

(as defined in section 167(1) (3)

(F) ) only if it uses the "normali-

zation method of accounting" (as

defined in section 167(1) (3) (G)

)

with respect to such property, or

{b) Is entitled to use only a

"subsection (1) method" of depre-

ciation,

such property shall be eligible property

(as defined in subparagraph (2) of

this paragraph) only if the taxpayer

normalizes the tax deferral resulting

from the election to apply this section.

(ii) Normalization. The taxpayer

will be considered to normalize the tax

deferral resulting from the election to

apply this section only if it computes

its tax expense for purp>oses of estab-

lishing its cost of service for rate

making purposes and for reflecting

operating results in its regulated books

of account using

—

{a) either (/) the half-year con-

vention described in paragraph (c)

(2) (iii) of this section, or (2) the

convention used in computing its

depreciation expense for rate mak-

ing purposes and for reflecting op-

erating results in its regulated books

of account, and

{b) a period for depreciation no

less than the lesser of 100 percent

of the asset guideline period in ef-

fect in accordance with subpara-

graph (4) (ii) of this paragraph for

the first taxable year to which this

section applies, or the period for

computing its depreciation expense

for rate making purposes and for

reflecting operating results in its

regulated books of account,

and makes adjustments to a reserve to

reflect the deferral of taxes resulting

from the election to apply this section.

A determination whether the taxpayer

is considered to normalize (within the

meaning of the preceding sentence)

the tax deferral resulting from the

election to apply this section shall be
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made in a manner consistent with the

principles for determining whether a

taxpayer is using the "normalization

method of accounting" (within the

meaning of section 167(1) (3) (G) )

.

See § 13.13 of the temporary regula-

tions prescribed by T.D. 7049 [C.B.

1970-2, 61] approved June 25, 1970.

(iii) Failure to normalize. If the tax-

payer has elected to apply this section

to any eligible public utility property

as described in subdivision (i) of this

subparagraph and the taxpayer there-

after fails to normalize the tax deferral

resulting from the election to apply this

section, the election to apply this sec-

tion to such property shall terminate as

of the beginning of the taxable year

for which the taxpayer fails to normal-

ize the tax deferral resulting from the

election to apply this section. Applica-

tion of this section to such property for

any period prior to the termination date

will not be affected by the termination.

The unadjusted basis of the property

shall be removed as of the termination

date from the unadjusted basis of the

vintage account. The depreciation

reserve established for the account shall

be reduced by the depreciation allow-

able for the property, computed in the

manner prescribed in paragraph (c)

(l)(v)(fe) of this section for deter-

mination of the adjusted basis of the

property. See paragraph (d) (3) (vii)

(d) of this section for treatment of

salvage value when property is re-

moved from a vintage account.

(iv) Examples. The principles of

this subparagraph may be illustrated

by the following examples

:

Example ( / ) . Corporation .4 is a gas

pipeline company, subject to the juris-

diction of the Federal Power Commis-
sion, which is entitled under section

167(1) to use a method of depreciation

other than a "subsection (1) method"
of depreciation (as defined in section

167(1) (3) (F)) only if it uses the

"normalization method of accounting"

(as defined in section 167(1) (3) (G)).

Corporation A elects to apply this sec-

tion for 1972 with respect to all eligible

property. In 1972, corporation A places

in service eligible property with an un-

adjusted basis of $2 million. One hun-

dred percent of the asset guideline

period for such property is 22 years and
the asset depreciation range is from

17.5 years to 26.5 years. The taxpayer

uses the double declining balance

method of depreciation, selects an asset

depreciation period of 17.5 years and
applies the modified half-year conven-

tion (described in paragraph (c) (2)

(ii) of this section) by treating all

such property as placed in service on

the first day of the second quarter of

the taxable year. The depreciation al-

lowable under this section with respect

to such property in 1972 is $171,428.

The taxpayer will be considered to

normalize the tax deferral resulting

from the election to apply this section

and to use the "normalization method
of accounting" (within the meaning of

section 167(1) (3) (G) ) if it computes

its tax expense for purposes of deter-

mining its cost of service for rate mak-

ing purposes and for reflecting operat-

ing results in its regulated books of

account using a "subsection (1)

method" of depreciation, such as the

straight line method, determined by

using a depreciation period of 22 years

(that is, 100 percent of the asset guide-

line period) and applying the half-year

convention (described in paragraph

(c) (2) (iii) of this section). A depre-

ciation allowance computed in this

manner is $45,454. The difference in

the amount determined under this sec-

tion ($171,428) and the amount used

in computing its tax expense for pur-

poses of estimating its cost of service for

rate making purposes and for reflecting

operating results in its regulated books

of account ($45,454) is $125,974. As-

suming a tax rate of 48 percent, the

deferral of taxes resulting from an elec-
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tion to apply this section and using a

different method of depreciation for

tax purposes from that used for estab-

Hshing its cost of service for rate mak-
ing purposes and for reflecting operat-

ing results in its regulated books of

account is 48 percent of $125,974, or

$60,467, which amount should be

added to a reserve to reflect the deferral

of taxes resulting from the election to

apply this section and from the use of a

different method of depreciation in

computing the allowance for deprecia-

tion under section 167 from that used

in computing its depreciation expense

for purposes of establishing its cost of

service for rate making purposes and
for reflecting operating results in its

regulated books of account.

Example (2) . Assume the same facts

as in Example ( 1 ) except that Corpo-

ration A applies the half-year conven-

tion (described in paragraph (c) (2)

(iii) of this section). In 1972, the de-

preciation allowance under this section

with respect to property placed in serv-

ice in 1972 is $1 14,285. A depreciation

allowance computed as in Example ( 1

)

for purposes of determining its cost of

service for rate making purposes and
for reflecting operating results in its

regulated books of account is $45,454.

The difference in the amount deter-

mined under this section ($114,285)

and the amount used in computing its

tax expense for purposes of establishing

its cost of service for rate making pur-

p)oses and for reflecting operating re-

sults in its regulated books of account

($45,454) is $68,831. Assuming a tax

rate of 48 percent, the deferral of taxes

resulting from an election to apply this

section and using a different method
of depreciation for tax purposes from
that used for establishing its cost of

service for rate making purposes and
for reflecting operating results in its

regulated books of account is 48 per-

cent of $68,831, or $33,039, which

amount should be added to a reserve to

reflect the deferral of taxes resulting

from the election to apply this section

and from the use of a different method
of depreciation in computing the al-

lowance for depreciation under section

167 from that used in computing its

depreciation expense for purposes of

estimating its cost of services for rate

making purp)oses and for reflecting op-

erating results in its regulated books of

account.

Example {3) . Corporation B, a tele-

phone company subject to the jurisdic-

tion of the Federal Communications

Commission used a "flow-through

method of accounting" (as defined in

section 167(1) (3) (H) ) for its "July

1969 accounting period" (as defined in

section 167(1) (3) (I) ) with respect to

all of its pre- 1970 public utility prop-

erty and did not make an election

under section 167(1) (4) (A) . Thus,

Corporation jB is entitled under section

167(1) to use a method of depreciation

other than a "subsection (1) method"
with respect to certain property with-

out using the "normalization method
of accounting." In 1972, Corporation

B makes an election to apply this sec-

tion with respect to all eligible prop-

erty. Corporation B is not required to

normalize the tax deferral resulting

from the election to apply this section

in the case of property for which it is

not required to use the "normalization

method of accounting" under section

167(1).

Example (4) . Assume the same facts

as in Example (3) except that Corpo-

ration B made a timely election under

section 167(1) (4) (A) that section 167

(1) (2) (C) not apply with respect to

property which increases the productive

or operational capacity of the taxpayer.

Corporation B must normalize the tax

deferral resulting from the election to

apply this section with resp)ect to such

property.
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(7) Mere change in form of con-

ducting a trade or business. Property

which was first placed in service by the

transferor before January 1, 1971, shall

not be eligible property if such prop-

erty is first placed in service by the

transferee after December 31, 1970, by

reason of a mere change in the form of

conducting a trade or business in which

such property is used. A mere change

in the form of conducting a trade or

business in which such property is used

will be considered to have occurred

if—

(i) The transferor (or in a case

where the transferor is a partnership,

estate, trust, or corporation, the part-

ners, beneficiaries, or shareholders)

of such property retains a substan-

tial interest in such trade or busi-

ness, or

(ii) The basis of such property in

the hands of the transferee is deter-

mined in whole or in part by refer-

ence to the basis of such property in

the hands of the transferor.

This subparagraph shall not apply to

a transfer of property to which para-

graph (e) (3) (i) (relating to transfers

to which section 381(a) applies) ap-

plies. For purposes of this subpara-

graph, a transferor (or in a case where
the transferor is a partnership, estate,

trust, or corporation, the partners, ben-

eficiaries, or shareholders) shall be

considered as having retained a sub-

stantial interest in the trade or business

only if, after the change in form, his

(or their) interest in such trade or bus-

iness is substantial in relation to the

total interest of all persons in such

trade or business. This subparagraph

shall apply to property first placed in

service prior to January 1, 1971, held

for the production of income (within

the meaning of section 167(a) (2) ) as

well as to property held in a trade or

business. The principles of this subdi-

vision may be illustrated by the follow-

ing examples.

Example ( 7 ) . Corporation X and
Corporation Y are includible corpora-

tions in an affiliated group as defined

in section 1504. In 1971 Corporation

X sells to Corporation Y for cash prop-

erty which would meet the require-

ments of subparagraph (2) of this

paragraph for eligible property except

that the property was first placed in

service by Corporation X in 1970. After

the transfer, the property is first placed

in service by Corporation Y in 1971.

The property is not eligible property

because of the mere change in the form

of conducting a trade or business.

Example (2). In 1971, in a trans-

action to which section 351 applies,

taxpayer B transfers to Corporation W
property which would meet the re-

quirements of subparagraph (2) of this

paragraph for eligible property except

that the property was first placed in

service by B in 1969. Corporation W
first places the property in service in

1971. The property is not eligible

property because of the mere change

in the form of conducting a trade or

business.

(c) Manner of determining allow-

ance— (1) In general— (i) Compu-
tation of allowance, (a) The allowance

for depreciation of property in a vin-

tage account shall be determined in the

manner specified in this paragraph by

using the method of depreciation

adopted by the taxpayer for the ac-

count and a rate based upon the asset

depreciation period for the account se-

lected by the taxpayer from the asset

depreciation range. (For limitations

on methods of depreciation permitted

with respect to property, see section

167(c) and subdivision (iv) of this

subparagraph.) In applying the

method of depreciation adopted by the

taxpayer, the annual allowance for de-

preciation of a vintage account shall be

determined without adjustment for the

salvage value of the property in such

account except that no account may be



depreciated below the reasonable sal-

vage value of the account. (For rules

regarding estimation and treatment of

salvage value, see paragraph (d) (1)

and (3) (vii) and (viii) of this sec-

tion. ) Regardless of the method of de-

preciation adopted by the taxpayer, the

depreciation allowable for a taxable

year with respect to a vintage account

may not exceed the amount by which

(as of the beginning of the taxable

year) the unadjusted basis of the ac-

count exceeds ( / ) the reserve for de-

preciation established for the account

plus (2) the salvage value of the ac-

count. The unadjusted basis of a vin-

tage account is defined in subdivision

(v) of this subparagraph. The adjust-

ments to the depreciation reserve are

described in subdivision (ii) of this

subparagraph.

(b) The annual allowance for de-

preciation of a vintage account using

the straight line method of deprecia-

tion shall be determined by dividing

the unadjusted basis of the vintage ac-

count (without reduction for salvage

value) by the number of years in the

asset depreciation period selected for

the account. See subdivision (iii) of

this subparagraph for the manner of

computing the depreciation allowance

following a change from the declining

balance method or the sum of the

years-digits method to the straight line

method.

(c) In the case of the sum of the

years-digits method, the annual allow-

ance for depreciation of a vintage

account shall be computed by multiply-

ing the unadjusted basis of the vintage

account (without reduction for salvage

value) by a fraction, the numerator of

which changes each year to a number
which corresponds to the years remain-

ing in the asset depreciation period se-

lected for the account (including the

year for which the allowance is being

computed) and the denominator of

\vhich is the sum of all the year's digits

corresponding to the asset depreciation

period selected for the account.

{d) The annual allowance for

depreciation of a vintage account using

a declining balance method is deter-

mined by applying a uniform rate to

the excess of the unadjusted basis of the

vintage account over the depreciation

reserve established for that account.

The rate under the declining balance

method may not exceed twice the

straight line rate based upon the asset

depreciation period for the vintage ac-

count.

(e) The allowance for depreciation

under this paragraph (including any

depreciation allowed under section

179) shall constitute the amount of

depreciation allowable for all purposes

of this section.

(ii) Establishment of depreciation

reserve. The taxpayer must establish a

depreciation reserve for each vintage

account. The amount of the deprecia-

tion reserve for a vintage account must

be stated on each income tax return

on which depreciation with respect to

such account is determined under this

section. The depreciation reserve for a

vintage account consists of the ac-

cumulated depreciation allowable with

respect to the vintage account, in-

creased by the adjustments for ordi-

nary retirements prescribed by para-

graph (d) (3) (iii), by the adjustments

for reduction of the salvage value of a

vintage account prescribed by para-

graph (d) (3) (vii) (c) of this section,

and by the adjustments for transfers

to supplies or scrap prescribed by para-

graph (d) (3) (viii) (fe) of this section,

and decreased by the adjustments for

extraordinary retirements and certain

special retirements as prescribed by (d)

(3) (iv) and (v) of this section, by the

adjustments for the amount of the re-

serve in excess of the unadjusted basis

of a vintage account prescribed by

paragraph (d) (3) (ix) (a) of this sec-
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tion, and by the adjustments for prop-

erty removed from a vintage account

prescribed by paragraph (b) (5) (v)

{b) and (vi) and paragraph (b) (6)

(iii) of this section. The adjustments to

the depreciation reserve for ordinary

retirements during the taxable year

shall be made as of the beginning of

the taxable year. The adjustments to

the depreciation reserve for extraordi-

nary retirements shall be made as of the

date the retirement is treated as having

occurred in accordance with the first-

year convention (described in subpara-

graph (2) of this paragraph) adopted

by the taxpayer for the vintage account.

The adjustment to the depreciation

reserve for reduction of salvage value

and for transfers to supplies or scrap

shall, in the case of an ordinary retire-

ment, be made as of the beginning of

the taxable year, and in the case of an

extraordinary retirement the adjust-

ment for reduction of salvage value

shall be made as of the date the retire-

ment is treated as having occurred in

accordance with the first-year conven-

tion (described in subparagraph (2) of

this paragraph) adopted by the tax-

payer for the vintage account. The ad-

justment to the depreciation reserve

for property removed from a vintage

account in accordance with paragraph

(b) (5) (v) (b) and (vi) and para-

graph (b) (6) (iii) of this section shall

be made as of the beginning of the

taxable year. The depreciation reserve

of a vintage account may not be de-

creased below zero.

(iii) Consent to change in method

of depreciation. During the asset de-

preciation period for a vintage account,

the taxpayer is permitted to change un-

der this section from a declining bal-

ance method of depreciation to the sum
of the years-digits method of depre-

ciation and from a declining balance

method of depreciation or the sum of

the years-digits method of deprecia-

tion to the straight line method of de-

preciation with respect to such account.

The provision of§ 1.167(e)-l shall not

apply to such change. The change in

method applies to all property in the

vintage account and must be adhered

to for the entire taxable year of the

change. When a change is made to the

straight line method of depreciation,

the annual allowance for depreciation

of the vintage account shall be deter-

mined by dividing the adjusted basis

of the vintage account (without reduc-

tion for salvage value) by the number
of years remaining (at the time as of

which the change is made ) in the asset

depreciation period selected for the ac-

count. However, the depreciation al-

lowable for any taxable year following

a change to the straight line method

may not exceed an amount deter-

mined by dividing the unadjusted basis

of the vintage account (without reduc-

tion for salvage value) by the number

of years in the asset depreciation pe-

riod selected for the account. The tax-

payer shall furnish a statement setting

forth the vintage accounts for which

the change is made with the income

tax return filed for the taxable year of

the change.

(iv) Limitations on methods. The
same method of depreciation must be

adopted for all property in a single

vintage account. Generally, the method

of depreciation which may be adopted

is subject to the limitations contained

in section 167(c). In the case of a

vintage account for which the taxpayer

has selected an asset depreciation pe-

riod of 3 years or more and which

contains property the original use of

which commences with the taxpayer,

any method of depreciation described

in section 167(b) (1), (2) or (3)

may be adopted. If the vintage account

contains property the original use of

which does not commence with the

taxpayer, or if the asset depreciation

period for the account selected by the
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taxpayer is less than 3 years, a method
of depreciation described in section

167(b) (2) or (3) may not be adopted

for the account. However, the declin-

ing balance method using a rate not in

excess of 150 percent of the straight

line rate based upon the asset deprecia-

tion period for the vintage account may
be adopted for the account even if the

original use of the property does not

commence with the taxpayer provided

the asset depreciation period for the

account selected by the taxpayer is at

least 3 years. The term "original use"

means the first use to which the prop-

erty is put, whether or not such use

corresponds to the use of such property

by the taxpayer. (See § 1.167(c)-l.)

(v) Unadjusted and adjusted basis.

(a) For purposes of this section, the

unadjusted basis of an asset (including

an "excluded addition" and a "prop-

erty improvement" as described, re-

spectively, in paragraph (d)(2) (vi)

and (vii) of this section) is its cost or

other basis without any adjustment

for depreciation or amortization but

with other adjustments required un-

der section 1016 or other applicable

provisions of law. The unadjusted ba-

sis of a vintage account is the total of

the unadjusted bases of all the assets

in the account. The unadjusted basis

of a "special basis vintage account" as

described in paragraph (d) (3) (vi) of

this section is the amount of the prop-

erty improvement determined in para-

graph (d) (2) (vii) {a) of this section.

(b) The adjusted basis of a vintage

account is the amount by which the

unadjusted basis of the account ex-

ceeds the reserve for depreciation for

the account. The adjusted basis of an
asset in a vintage account is the amount
by which the unadjusted basis of the

asset exceeds the amount of depreci-

ation allowable for the asset computed
by using the method of depreciation

and the rate (including any deprecia-

tion allowed under section 179 for

the asset) applicable to the account.

For purposes of this subdivision, the

depreciation allowable for an asset

shall include, to the ext'" iL identifi-

able, the amount of proceeds previous-

ly added to the depreciation reserve

in accordance with paragraph (d) (3"

(iii) of this section upon the retire-

ment of any portion of such asset.

(See paragraph (d) (3) (vi) of this

section for election under certain cir-

cumstances to allocate adjusted basis

of an amount of property improve-

ment determined under paragraph (d)

(2) (vii) (a) of this section.)

(2) Conventions applied to addi-

tions and retirements— (i) In gen-

eral. The allowance for depreciation

of a vintage account (whether an item

account or a multiple asset account)

shall be determined by applying one

of the conventions described in sub-

division (ii) and (iii) of this subpara-

graph. (For the manner of applying

a convention in the case of taxable

years beginning before and ending

after December 31, 1970, see subpara-

graph (3) of this paragraph.) The
same convention must be adopted for

all vintage accounts of a taxable year,

but the same convention need not be

adopted for the vintage accounts of

another taxable year. An election to ap-

ply this section must specify the con-

vention adopted. (See paragraph (f)

of this section for information required

in making the election.) The conven-

tion adopted by ihe taxpayer is a

method of accounting for purposes of

section 446, but the consent of the

Commissioner will be deemed granted

to make an annual adoption of either

of the conventions described in sub-

division (ii) and (iii) of this subpara-

graph.

(ii) Modified half-year convention.

The depreciation allowance for a vin-

tage account for which the taxpayer
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adopts the "modified half-year conven-

tion" shall be determined by treating:

(a) all property in such account which

is placed in service during the first half

of the taxable year as placed in service

on the first day of the taxable year ; and

(b) all property in such account which

is placed in service during the second

half of the taxable year as placed in

service on the first day of the second

half of the taxable year. The depreci-

ation allowance for a vintage account

for a taxable year in which there is an

extraordinary retirement (as defined in

paragraph (d) (3) (ii) of this section)

is determined by treating all extraordi-

nary retirements from such account

during the first half of the taxable year

as occurring on the first day of the tax-

able year and all extraordinary retire-

ments from such account during the

second half of the taxable year as oc-

curring on the first day of the last half

of the taxable year. This convention

may also be applied by assuming, with

respect to all vintage accounts of a tax-

able year, that all additions occur on

the first day of the second quarter of

the taxable year and that all extraordi-

nary retirements occur on the first day

of the second quarter of the taxable

year.

(iii) Half-year convention. The de-

preciation allowance for a vintage ac-

count for which the taxpayer adopts

the "half-year convention" shall be de-

termined by treating all property in the

account as placed in service on the

first day of the second half of the tax-

able year and by treating all extraordi-

nary retirements (as defined in para-

graph (d) (3) (ii) of this section) from

the account as occurring on the first

day of the second half of the taxable

year.

(iv) Rules of application. The first-

year convention adopted for a vintage

account must be consistently applied to

all additions to and all extraordinary

retirements from such account. See

paragraph (d) (3) (ii) and (iii) for

definition and treatment of ordinary

retirements. For purposes of this sub-

paragraph, the second half of a taxable

yeav- shall be deemed to commence on

the beginning of the first day of a cal-

endar month which is the closest such

first day to the middle of the taxable

year. The first half of the taxable year

shall be deemed to expire at the close

of the last day of a calendar month
which is the closest such last day to the

middle of the taxable year. Rules con-

sistent with the preceding two sentences

shall apply for purposes of determining

the commencement of the second quar-

ter of the taxable year and the expira-

tion of the first quarter of the taxable

year. If a taxable year consists of a

period which includes only one calen-

dar month, the first half of the taxable

year shall be deemed to expire on the

first day which is nearest to the mid-

point of the month, and the second half

of the taxable year shall begin the day

after the expiration of the first half of

the month.

(3) Taxable years beginning before

and ending after December 31 , 1970.

In the case of a taxable year which be-

gins before January 1, 1971, and ends

after December 31, 1970, property first

placed in service after December 31,

1970, but treated as first placed in serv-

ice before January 1, 1971, by applica-

tion of a convention described in sub-

paragraph (2) of this paragraph shall

be treated as provided in this subpara-

graph. The depreciation allowed (or

allowable) for the taxable year shall

consist of the depreciation allowed (or

allowable) for the period before Jan-

uary 1, 1971, determined without re-

gard to this section plus the amount

allowable for the period after Decem-
ber 31, 1970, determined under this

section. However, neither the modified

half-year convention described in sub-
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paragraph (2) (ii) of this paragraph,

nor the half-year convention described

in subparagraph (2) (iii) of this para-

graph may be applied with respect to

property placed in service after Decem-
ber 31, 1970, to allow depreciation for

any period prior to January 1, 1971,

unless such application is consistent

with the convention applied by the tax-

payer with respect to property placed

in service in sucl taxable year prior to

January 1, 1971.

(4) Examples. The principles of this

paragraph may be illustrated by the

following examples:

Example (/). Taxpayer A, a calen-

dar year taxpayer, places new property

in service in a trade or business as

follows

:

Asset Placed in service

W Apr. 1, 1971

X June 30, 1971

r July 15, 1971

Z Dec. 20, 1971

Unadjusted

basis

$5,000
8,000
12,000

60, 000

(i) Taxpayer A adopts the modified

half-year convention described in sub-

paragraph (2)(ii) of this paragraph.

Assets W, X, and Y are placed in a
multiple asset account for which the

asset depreciation range is 8 to 12

years. A selects 8 years, the minimum
asset depreciation period with respect

to such assets, and adopts the declining

balance method of depreciation using

a rate twice the straight line rate (com-
puted without reduction for salvage).

The annual rate under this method
using a period of 8 years is 25 percent.

The depreciation allowance for assets

W and X for 1971 is $3,250, a full

year's depreciation under the modified
half-year convention (that is, basis of

$13,000 (unreduced by salvage) multi-

plied by 25 percent) . The depreciation

allowance for asset Y is $1,500, a half

year's depreciation under the modified
half-year convention (that is, basis of

$12,000 (unreduced by salvage) multi-

plied by 25 percent, then multiplied by

1/^, since the property is entitled to only

a half year's depreciation)

.

(ii) The taxpayer places asset Z in

an item account and adopts the sum of

the years-digits method. The asset de-

preciation range for such asset is 4 to

6 years and the taxpayer selects an

asset depreciation period of 5 years.

The depreciation allowance for asset Z
in 1971 is $10,000 (that is, basis of

$60,000 (unreduced by salvage) mul-

tiplied by ^15, the appropriate fraction

using the sum of the years-digit

method, then multiplied by i^, since

only one half year's depreciation is al-

lowable under the convention).

Example (2) . The facts are the same
as in example ( 1 ) , except that the tax-

payer adopts the half-year convention

described in subparagraph (2) (iii) of

this paragraph. The depreciation al-

lowances in example ( 1
) with respect

to assets Y and Z are not affected.

However, assets W and X are entitled

to a depreciation allowance for only a

half year. Thus, the depreciation al-

lowance for assets W and X for 1971 is

$1,625 (that is, 1/2 of the $3,250 allow-

ance computed in example ( 1 )
)

.

Example (3). The taxpayer during

his taxable year which begins .\pril 1,

1970, and ends March 31, 1971, places

new property in service in a trade or

business as follows:

Assets Placed in service

A Apr. 30, 1970
B Dec. 15, 1970
C Jan. 1, 1971

The taxpayer had used a convention

with respect to assets placed in service

in prior taxable years whereby assets

placed in service during the first half

of the year are treated as placed in

service on the first day of such year and
assets placed in service in the second

half of the year are treated as placed
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in service on the first day of the fol-

lowing year. If the taxpayer selects the

modified half-year convention, one

year's depreciation is allowable on

asset A determined without regard to

this section. No depreciation is allowa-

ble for asset B. No depreciation is al-

lowable for asset C for the period prior

to January 1, 1971, but one-fourth

year's depreciation is allowable on
asset C determined under this section.

Example [4) . Assume the same facts

as in Example (3) except that the tax-

payer had used a convention with re-

spect to assets placed in service in prior

taxable years whereby such assets are

treated as placed in service at the mid-

point of the year. If the taxpayer se-

lects the modified half-year convention,

one-half year's depreciation is allowa-

ble for asset A determined without re-

gard to this section. One-half year's

depreciation is allowable for asset B de-

termined without regard to this section.

One-fourth year's depreciation is al-

lowable for asset C determined without

regard to this section and one-fourth

year's depreciation is allowable for

asset C determined under this section.

Example (5). The taxpayer during

his taxable year which begins August 1

,

1970 and ends July 31, 1971, places

new property in service in a trade or

business as follows:

Assets Placed in service

A Aug. 1, 1970
B Jan. 15, 1971

C June 30, 1971

The taxpayer had used a convention

with respect to assets placed in service

in prior taxable years whereby assets

placed in service during the first half

of the year are treated as placed in

service on the first day of such year

and assets placed in service in the sec-

ond half of the year are treated as

placed in service on the first day of the

following year. If the taxpayer selects

the modified half-year convention, one
full year's depreciation is allowable for

asset A determined without regard to

this section. Five months depreciation

is allowable for asset B determined

without regard to this section and seven

months depreciation is allowable for

asset B determined under this section.

One-half year's depreciation is allowa-

ble for asset C determined under this

section. The taxpayer may not apply

the modified half-year convention by

assuming all additions occurring the

first day of the second quarter of the

taxable year since such application is

not consistent with the convention ap-

plied with respect to assets placed in

service in prior taxable years.

Example {6) . Assume the same facts

as in example (5) except that the tax-

payer applies a convention with respect

to assets placed in service prior to

January 1, 1971, whereby such assets

are treated as placed in service at the

mid-point of the year. If the taxpayer

selects the modified half-year conven-

tion and applies such convention by

treating all additions as occurring on
the first day of the second quarter of

the taxable year, one-half year's depre-

ciation is allowable for asset A deter-

mined without regard to this section,

seven months depreciation is allowable

for asset B determined under this sec-

tion, and seven months depreciation is

allowable for asset C determined under

this section.

Example (7). (i) Taxpayer B re-

ports income on the basis of a taxable

year ending March 31. B adopts the

declining balance method of deprecia-

tion using a rate twice the straight line

rate (computed without reduction for

salvage) with respect to new property,

which is first placed in service by B in

the taxable year ending March 31,

1971, as follows:
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Placed in Unadjusted

Asset service basis

W May 15, 1970 $8,000
X Nov. 1, 1970 3,000
r Jan. 20, 1971 4, 000

Z Mar. 10, 1971 16,000

( ii ) fi's depreciation deduction with

respect to assets W and X for the tax-

able year ending March 31, 1971, will

be determined without regard to this

section, since assets W and X are not

eligible property. Assume that B adopts

for assets W and X a convention under

§ 1.167 (a) -10 which treats assets

placed in service during the first half

of the year as placed in service on the

first day of such year, and which treats

assets placed in service during the sec-

ond half of the year as placed in serv-

ice on the first day of the following

year. Using this convention, B com-
putes a full year's depreciation for

asset W and no depreciation for asset

X. Assets W and X have a guideline

life of 10 years and no salvage value.

The depreciation allowance for asset W
is $1,600 (that is, 20 percent multiplied

by basis of $8,000) . No depreciation is

allowed for asset X in the taxable year

ending March 31, 1971.

(iii) Assets Y and Z are eligible

property and B makes an election

under this section. B selects an asset

depreciation period of 8 years from an
asset depreciation range of 8 to 12

years. B adopts the modified half-year

convention described in subparagraph

(2) (ii) of this paragraph. Thus,
assets Y and Z would be treated as

placed in service on October 1, 1970

( that is, the first day of the second half

of the taxable year), but for the spe-

cial limitation in subparagraph (3) of

this paragraph. The selection of an 8-

year asset depreciation period only

applies for the portion of the taxable

year after December 31, 1970. Further,

no depreciation is allowable for assets

Y and Z for the period prior to Janu-

uary 1, 1971, since B selected a con-

vention for assets W and X which

treats assets placed in service during

the second half of the year as placed in

service on the first day of the following

year. The depreciation allowance for

the period from January 1, 1971,

through March 31, 1971, is computed

using a rate based upon the asset de-

preciation period of 8 years selected

by the taxpayer, and the depreciation

allowance for assets Y and Z for such

period is $1,250 (that is, basis of

$20,000, multiplied by 25 percent then

multiplied by Y^, the portion of the

taxable year to which the election

under this section applies)

.

(d) Special rules for salvage, re-

pairs and retirements— (1) Salvage

value— (i) Definition of gross salvage

value. "Gross salvage" value is the

amount which is estimated will be

realized upon a sale or other disposi-

tion of the property in the vintage ac-

count when it is no longer useful in

the taxpayer's trade or business or in

the production of his income and is to

be retired from service, without re-

duction for the cost of removal, dis-

mantling, demolition or similar opera-

tions. If a taxpayer customarily sells

or otherwise disposes of property at a

time when such property is still in good

operating condition, the gross salvage

value of such property is the amount
expected to be realized upon such sale

or disposition, and under certain cir-

cumstances, as where such property is

customarily sold at a time when it is

still relatively new, the gross salvage

value may constitute a relatively large

proportion of the unadjusted basis of

such property.

(ii) Definition of salvage value.

"Salvage value" means gross salvage

value less the amount, if any, by which

the gross salvage value is reduced by

application of section 167(f). Gen-

erally, as provided in section 167(f),
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a taxpayer may reduce the amount of

gross salvage value of a vintage ac-

count by an amount which does hot

exceed 10 percent of the unadjusted

basis of the personal property (as de-

fined in section 167(f)(2) in the

account. See paragraph (b) (3) (ii) of

this section for requirement of separate

\'intage accounts for personal property

described in section 167(f) (2)

.

(iii) Estimation of salvage value.

The salvage value of each vintage ac-

count of the taxable year shall be esti-

mated by the taxpayer at the time the

election to apply this section is made,

upon the basis of all the facts and cir-

cumstances existing at the close of the

taxable year in which the account is

established. The taxpayer shall specify

the amount, if any, by which gross sal-

vage value taken into account is re-

duced by application of section 167(f) .

See paragraph (f) (2) of this section

for requirement that the election

specify the estimated salvage value for

each vintage account of the taxable

year of election. The salvage value

estimated by the taxpayer will not be

redetermined merely as a result of

fluctuations in price levels or as a result

of other facts and circumstances oc-

curring after the close of the taxable

year of election. Salvage value for a

vintage account need not be estab-

lished or increased as a result of a prop-

erty improvement as described in sub-

paragraph (2) (vii) of this paragraph.

The taxpayer shall maintain records

reasonably sufficient to determine facts

and circumstances taken into account

in estimating salvage value.

(iv) Salvage as limitation on de-

jjreciation. In no case may a vintage

account be depreciated below a rea-

sonable salvage value after taking into

account any reduction in gross salvage

value permitted by section 167(f).

(v) Limitation on adjustment of rea-

sonable salvage value. The salvage

value established by the taxpayer for a

vintage account will not be redeter-

mined if it is reasonable. Since the

determination of salvage value is a

matter of estimation, minimal adjust-

ments will not be made. The salvage

value established by the taxpayer will

be deemed to be reasonable unless

there is sufficient basis in the facts and

circumstances existing at the close of

the taxable year in which the account

is established for a determination of

an amount of salvage value for the ac-

count which exceeds the salvage value

established by the taxpayer for the

account by an amount greater than 10

percent of the unadjusted basis of the

account at the close of the taxable year

in which the account is established. If

the salvage value established by the

taxpayer for the account is not within

the 10 percent range, or if the taxpayer

follows the practice of understating his

estimates of gross salvage value to take

advantage of this subdivision, and if

there is a determination of an amount

of salvage value for the account which

exceeds the sal v'age value established by

the taxpayer for the account, an ad-

justment will be made by increasing the

salvage value established by the tax-

payer for the account by an amount

equal to the difference between the

salvage value as determined and the

salvage value established by the tax-

payer for the account.

For the purposes of this subdivision,

a determination of salvage value shall

include all determinations at all levels

of audit and appellate proceedings, and

as well as all final determinations with-

in the meaning of section 1313(a) (1).

This subdivision shall apply to each

such determination. (See example (3)

of subdivision (vi) of this subpara-

graph.)

(vi) Examples. The principles of

this subparagraph may be illustrated

by the following examples in which it is
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assumed that the taxpayer has not foi-

lowed a practice of understating his

estimates of gross salvage value

:

Example (1). Taxpayer B elects to

apply this section to assets Y and Z,

which are placed in a multiple asset

vintage account of 1971 for which the

taxpayer selects an asset depreciation

period of 8 years. The unadjusted basis

of asset Y is $50,000 and the unad-

justed basis of asset Z is $30,000. B esti-

mates a gross salvage value of $55,000.

The property qualifies under section

167(f) (2) and B reduces the amount
of salvage taken into account by $8,000

(that is, 10 percent of $80,000 under

section 167(f) ). Thus, B establishes a

salvage value of $47,000 for the ac-

count. Assume that there is not suffi-

cient basis for determining a salvage

value for the account greater than

$52,000 (that is, $60,000 minus the

$8,000 reduction under section 167

(f) ). Since the salvage value of $47,-

000 established by B for the account is

within the 10 percent range, it is rea-

sonable. Salvage value for the account

will not be redetermined.

Example (2) . The facts are the same

as in Example (1) except that B esti-

mates a gross salvage value of $50,000

and establishes a salvage value of $42,-

000 for the account (that is, $50,000

minus the $8,000 reduction under sec-

tion 167(f) ). There is sufficient basis

for determining an amount of salvage

value greater than $50,000 (that is,

$58,000 minus the $8,000 reduction un-

der section 167(f) ) . The salvage value

of $42,000 established by B for the ac-

count can be redetermined without

regard to the limitation in subdivision

(v) of this subparagraph, since it is

not within the 10 percent range. Upoti

audit of B's tax return for a taxable

year for which the redetermination

would affect the amount of deprecia-

tion allowable for the account, salvage

value is determined to be $52,000 after

taking into account the reduction un-

der section 167(f). Salvage value for

the account will be adjusted to $52,000.

Example (3) . The facts are the same

as in Example ( 1
) except that upon

audit of B's tax return for a taxable

year the examining officer determines

the salvage value to be $58,000 (that

is, $66,000 minus the $8,000 reduction

under section 167(f)), and proposes

to adjust salvage value for the vintage

account to $58,000 which will result in

disallowing an amount of depreciation

for the taxable year. B does not agree

with the finding of the examining offi-

cer. After receipt of a "30-day letter",

B waives a district conference and ini-

tiates proceedings before the Appellate

Division. In consideration of the case

by the Appellate Division it is con-

cluded that there is not sufficient basis

for determining an amount of salvage

value for the account in excess of $55,-

000 (that is $63,000 minus the $8,000

reduction under section 167 (f) ) . Since

the salvage of $47,000 established by B
for the account is within the 10 per-

cent range, it is reasonable. Salvage

value for the account will not be

redetermined.

(2) Treatment of repairs— (i) In

general. Sections 162, 212, and 263

provide general rules for the treatment

of certain expenditures for the repair,

maintenance, rehabilitation or im-

provement of property. In general,

under those sections, expenditures

which substantially prolong the life of

an asset, or are made to increase its

value or adapt it to a different use are

capital expenditures. If an expenditure

is treated as a capital expenditure

under section 162, 212, or 263, it is sub-

ject to the allowance for depreciation.

On the other hand, in general, expendi-

tures which do not substantially pro-

long the life of an asset or materially

increase its value or adapt it for a

substantially different "use may be de-
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ducted as an expense in the taxable

year in which paid or incurred. Ex-

penditures, or a series of expenditures,

may have characteristics both of de-

ductible expenses and capital expendi-

tures, may have characteristics both

of deductible expenses and capital

expenditures. Other expenditures may
penditures, as in the case of an "ex-

cluded addition" (as defined in sub-

division (vi) of this subparagraph).

This subparagraph provides a simpli-

fied procedure for determining whether

expenditures with respect to certain

property are to be treated as deducti-

ble expenses or capital expenditures.

(ii) Election of repair allowance.

Subject to the provisions of subdivision

(v) of this subparagraph, the taxpayer

may elect to apply the asset guideline

class repair allowance described in

subdivision (iii) of this subparagraph

for any taxable year ending after De-
cember 31, 1970, for which the tax-

payer elects to apply this section.

(iii) Repair allowance for an asset

guideline class. For a taxable year for

which the taxpayer elects to apply this

section, the "repair allowance" for an
asset guideline class is an amount equal

to

—

[a) The average of ( / ) the unad-

justed basis of all "repair allowance

property" (as described in this sub-

division) in the asset guideline class

at the beginning of the taxable year,

less in the case of such property in a

vintage account the unadjusted basis

of all such property retired in an

ordinary retirement (as described in

subparagraph (3) (ii) of this para-

graph) in prior taxable years, and

(2) the unadjusted basis of all "re-

pair allowance property" in the as-

set guideline class at the end of the

taxable year, less in the case of such

property in a vintage account the un-

adjusted basis of all such property re-

tired in an ordinary retirement dur-

ing the taxable year, multipled by

—

{b) The repair allowance per-

centage in effect for the asset guide-

line class for the taxable year.

The "repair allowance percentages" in

effect for taxable years ending before

the effective date of the first supple-

mental repair allowance percentages

established pursuant to this section are

set forth in Revenue Procedure 71-25.

Repair allowance percentages will

from time to time be established, sup-

plemented and revised with express

reference to this section. These repair

allowance percentages will be pub-

lished in the Internal Revenue Bulle-

tin. The repair allowance percentages

in effect on the last day of the taxable

year shall apply for the taxable year;

except that the repair allowance per-

centage for a particular taxable year

shall not be less than the repair allow-

ance percentage in effect on the first

day of such taxable year. The repair

allowance percentages for a taxable

year shall not be changed to reflect any

supplement or revision of the repair

allowance percentages after the end of

such taxable year. For the purposes of

this section, "repair allowance prop-

erty" means eligible property deter-

mined without regard to paragraph

(b) (2) (iii) of this section (that is,

without regard to whether such prop-

erty was first placed in service by the

taxpayer before or after December 31,

1970).

(iv) Application of asset guideline

class repair allowance. In accordance

with the principles of sections 162, 212,

and 263, if the taxpayer pays or incurs

any expenditures during the taxable

year for the repair, maintenance, re-

habilitation or improvement of repair

allowance property, the taxpayer must

either

—

[a) If the taxpayer elects to apply

the repair allowance for the asset

guideline class, treat an amount of

all such expenditures in such taxable
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year with respect to all such property

in the asset guideline class which
does not exceed in total the repair al-

lowance for that asset guideline class

as deductible repairs, and treat the

excess of all such expenditures with
respect to all such property in the

asset guideline class in the manner
described for a property improve-
ment in subdivision (viii) of this

subparagraph, or

(b) If the taxpayer does not elect

to apply the repair allowance for the

asset guideline class, treat each of

such expenditures in such taxable

year with respect to all such prop-

erty in the asset guideline class as

either a capital expenditure or as a

deductible repair in accordance with

the principles of sections 162, 212,

and 263 (without regard to (a) of

this subdivision), and treat the ex-

penditures which are required to be

capitalized under sections 162, 212,

and 263 (without regard to (a) of

this subdivision) in the manner de-

scribed for a property improve-

ment in subdivision (viii) of this

subparagraph.

For the purposes of (a) and (b) of

this subdivision, expenditures for the

repair, maintenance, rehabilitation or

improvement of property do not in-

clude expenditures for an excluded ad-

dition. (See subdivision (viii) of this

subparagraph for treatment of an ex-

cluded addition.)

The taxpayer shall elect each tax-

able year whether to apply the repair

allowance and treat expenditures un-

der (a) of this subdivision, or to treat

expenditures under (6) of this subdi-

vision. The treatment of expenditures

under this subdivtsion for a taxable

year for all asset guideline classes shall

be specified in the tax return filed for

the taxable year. The taxpayer may
treat expenditures under (a) of this

subdivison with respect to property in

one asset guideline class and treat ex-

penditures under (b) of this subdivi-

sion with respect to property in some
other asset guideline class. In addi-

tion, the taxpayer may treat exp)endi-

tures with respect to property in an

asset guideline class under (a) of this

subdivision in one taxable year, and
treat expenditures with respect to

property in that asset guideline class

under {b) of this subdivison in an-

other taxable year.

(v) Limitations on use of repair al-

lowance, (a) The asset guideline class

repair allowance described in subdi-

vision (iii) of this subparagraph shall

apply only to expenditures with respect

to repair allowance property (as de-

scribed in subdivision (iii) of this sub-

paragraph) in the asset guideline class.

The taxpayer may apply the asset

guideline class repair allowance for the

taxable year only if the taxpayer main-

tains books and records sufficient to

determine the information reasonably

required for its application, in-

cluding

—

(/) the amount and general de-

scription of expenditures paid or

incurred during the taxable year for

the repair, maintenance, rehabili-

tation or improvement of repair al-

lowance property in the asset guide-

line class, and

(2) a determination of which ex-

penditures (and the amount of each)

with respect to such property are for

excluded additions (such as whether

the expenditure is for an additional

identifiable unit of property, or sub-

stantially increases the productivity

or capacity of an existing identifiable

unit of property or adapts it for a

substantially different use)

.

In general, such books and records

shall be sufficient to identify the

amount and nature of expenditures

with respect to specific items of repair

allowance property or groups of similar
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properties in the same asset guideline

class. However, in the case of expend-

itures for labor costs and supplies for

general maintenance of plant and
equipment part of which is repair al-

lowance property and part is not, or

part of which is in one asset guideline

class and part in another, to the ex-

tent books and records are not main-

tained identifying such expenditures

with respect to specific items of prop-

erty or groups of properties and it is

not practicable to do so, the total

amount of such expenditures may be

allocated by any reasonable method
consistently applied.

(b) If for the taxable year the tax-

payer claims or is allowed a deduc-

tion in accordance with section 263(e)

for expenditures with respect to re-

pair allowance property in a particular

asset guideline class, the taxpayer may
not use the asset guideline class repair

allowance described in subdivision (iii)

of this subparagraph for such asset

guideline class for such taxable year.

(c) ( 7 ) If the taxpayer repairs, re-

habilitates or improves property for

sale or resale to customers, the asset

guideline class repair allowance de-

scribed in subdivision (iii) of this sub-

paragraph shall not apply to expendi-

tures for the repair, maintenance, reha-

bilitation or improvement of such

property, or (2) if a taxpayer follows

the practice of acquiring for his own
use used property (in need of repair,

rehabilitation or improvement to be

suitable for the use intended by the

taxpayer) and of making expenditures

to repair, rehabilitate or improve such

property in order to take advantage of

this subparagraph, the asset guideline

class repair allowance described in sub-

division (iii) of this subparagraph shall

not apply to such expenditures. In

either event, such expenditures shall

not be treated as expenditures for the

repair, maintenance, rehabilitation or

improvement of property for the pur-

poses of this subparagraph and such

property shall not be "repair allowance

property" as described in subdivision

(iii) of this subparagraph.

(vi) Definition of excluded addi-

tion. The term "excluded addition"

generally means

—

(a) an expenditure which sub-

stantially increases the productivity

or capacity of an existing identifiable

unit of property over its productivity

or capacity when first acquired by

the taxpayer,

(&) an expenditure which modi-

fies an existing identifiable unit of

property for a substantially different

use, or

(c) an expenditure for an addi-

tional identifiable unit of property

(as distinguished from an expendi-

ture for replacement of a part in an

existing identifiable unit of property

which is paid or incurred in connec-

tion with the repair, maintenance,

rehabilitation or improvement of

such property, whether or not such

part is also an identifiable unit of

property)

.

For the purposes of (a) of this subdi-

vision, an increase in productivity or

capacity is substantial only if the in-

crease is more than 25 percent. Under

(c) of this subdivision, in the case of

vintage account of five automobiles,

each automobile constitutes an identi-

fiable unit of property. An automobile

transmission is also an identifiable unit

of property. The replacement of an

existing transmission in the automobile

in connection with the repair, mainte-

nance, or rehabilitation of the automo-

bile is not an excluded addition. The
addition of an air conditioner to an au-

tomobile is an excluded addition. The
replacement of one of the automobiles

in the vintage account is an excluded

addition since the automobile is not a

part in an existing identifiable unit of
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property. The principles of this sub-

division may be further illustrated by

the following example

:

Example. For the taxable year, B

pays or incurs the following expendi-

tures: (a) $5,000 for general mainte-

nance of repair allowance property (as

described in subdivision (iii) of this

subparagraph) such as inspection, oil-

ing, machine adjustments, cleaning,

and painting; (b) $175 for replace-

ment of bearings and gears in an exist-

ing lathe; {c) $125 for replacement of

an electric starter and certain electri-

cal wiring in an automatic drill press;

{d) $300 for modification of a metal

fabricating machine (including re-

placement of certain parts) which sub-

stantially increases its capacity; and

{e) $800 for the replacement of an

existing lathe with a new lathe. Ex-

penditures {a) through (c) are ex-

penditures for the repair, maintenance,

rehabilitation or improvement of prop-

erty to which B can elect to apply the

asset guideline class repair allowance

described in subdivision (iii) of this

subparagraph. Expenditures {d) and

{e) are excluded additions.

(vii) Definition of property im-

provement. The term "property im-

provement" means

—

{a) If the taxpayer treats expendi-

tures for the asset guideline class

under subdivision (iv) {a) of this

subparagraph, the amount of all

expenditures paid or incurred dur-

ing the taxable year for the repair,

maintenance, rehabilitation or im-

provement of repair allowance prop-

erty in the asset guideline class,

which exceeds the asset guideline

class repair allowance for the tax-

able year ; and

{b) If the taxpayer treats ex-

penditures for the asset guideline

class under subdivision (iv) (6) of

this subparagraph, the amount of

each expenditure paid or incurred

during the taxable year for the re-

pair, maintenance, rehabilitation or

improvement of repair allowance

property which is treated under sec-

tions 162, 212, and 263 as a capital

expenditure.

The term "property improvement"

does not include any expenditure for an

excluded addition.

(viii) Treatment of property im-

provements and excluded additions. If

for the taxable year there is a property

improvement as described in subdivi-

sion (vii) of this subparagraph or an

excluded addition as described in sub-

division (vi) of this subparagraph, the

following rules shall apply

—

(a) The total amount of any prop-

erty improvement for the asset

guideline class determined under

subdivision (vii) (a) of this subpara-

graph shall be capitalized in a sin-

gle "special basis vintage account"

of the taxable year in accordance

with the taxpayer's election to apply

this section for the taxable year (ap-

plied without regard to paragraph

(b) (5) (v) {a) of this section). See

subparagraph (3) (vi) of this para-

graph for definition and treatment of

a "special basis vintage account".

(b) Each property improvement

determined under subdivision (vii)

(b) oi this subparagraph, if it is eli-

gible property, shall be capitalized in

a vintage account of the taxable year

in accordance with the taxpayer's

election to apply this section for the

taxable year (applied without regard

to paragraph (b) (5) (v) {a) of this

section).

(c) Each excluded addition, if it

is eligible property, shall be capital-

ized in a vintage account of the tax-

able year in accordance with the

taxpayer's election to apply this sec-

tion for the taxable year.

For rule as to date on which a property

improvement or an excluded addition
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is first placed in service, see paragraph

(e)(1) (iii) and (iv) of this section.

(ix) Examples. The principles of this

subparagraph may be illustrated by the

following examples:

Example ( / ) . For the taxable year

1972, B elects to apply this section. B
has repair allowance property (as de-

scribed in subdivision (iii) of this sub-

paragraph) in asset guideline class 20.2

under Revenue Procedure 71-25 with

an average unadjusted basis deter-

mined as provided in subdivision (iii)

(a) of this subparagraph of $100,000

and repair allowance property in asset

guideline class 24.4 with an average

unadjusted basis of $300,000. The re-

pair allowance percentage for asset

guideline class 20.2 is 4.5 percent and
for asset guideline class 24.4 is 6.5 per-

cent. The two asset guideline class re-

pair allowances for 1972 are $4,500

and $19,500, respectively, determined

as follows:

Asset Guideline Class 20.2

$100,000 average unadjusted basis

multiplied by 4.5 percent $4, 500
Asset Guideline Class 24.4

$300,000 average unadjusted basis

multiplied by 6.5 percent $19, 500

Example (2) . The facts are the same
as in Example ( 1 ) . During the taxable

year 1972, B pays or incurs the follow-

ing expenditures for the repair, main-
tenance, rehabilitation or improve-

ment of repair allowance property in

asset guideline class 20.2.

General maintenance (including

primarily labor costs) $3,000
Replacement of parts in several

machines (including labor costs

of $1,650) 4,000

7,000

In addition, in connection with the re-

habilitation and improvement of two
other machines B pays or incurs $6,000
(including labor costs of $2,000) which
is treated as an excluded addition be-

cause the capacity of the equipment

was substantially increased. For 1972,

B elects to apply this section and to

apply the asset guideline class repair

allowance to asset guideline class 20.2.

Since the asset guideline ciass repair

allowance is $4,500, B can deduct

$4,500 in accordance with subdivision

(iv) (a) of this subparagraph. B must

capitalize $2,500 in a special basis vin-

tage account in accordance with sub-

divisions (vii) {a) and (viii) [a] of this

subparagraph. Since the excluded ad-

dition is a capital item and is eligible

property, B must also capitalize $6,000

in a vintage account in accordance

with subdivision (viii) (c) of this sub-

paragraph. B selects from the asset de-

preciation range an asset depreciation

period of 17 years for the special basis

vintage account. B includes the ex-

cluded addition in a vintage account

of 1972 for which he also selects an

asset depreciation period of 17 years.

(3) TreatTnent of retirements— (i)

In general. The rules of this subpara-

graph specify the treatment of all re-

tirements from vintage accounts. The
rules of § 1.167 (a) -8 shall not apply

to any retirement from a vintage ac-

count. In general, an asset in a vintage

account is retired when such asset is

permanently withdrawn from use in a

trade or business or in the production

of income by the taxpayer. A retire-

ment may occur as a result of a sale or

exchange, by other act of the taxpayer

amounting to a permanent disposition

of an asset, or by physical abandon-

ment of an asset. A retirement may
also occur by transfer of an asset to

supplies or scrap. A physical abandon-

ment occurs only if it is reasonably

certain that the property will neither

be restored to use in the taxpayer's

trade or business or in the production

of income, nor retrieved for sale, ex-

change, or other disposition.

(ii) Definitions of ordinary and ex-

traordinary retirements. The term "or-
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dinary retirement" means any retire-

ment from a vintage account which is

not treated as an "extraordinar)' re-

tirement" under this subdivision. The
retirement of an asset from a vintage

account in a taxable year is an "ex-

traordinary retirement" if

—

(a) The asset is retired as the direct

result of fire, storm, shipwreck, or other

casualty; or

{b){l) The asset is retired (other

than by transfer to supplies or scrap)

in a taxable year as the direct result of

a cessation, termination, curtailment,

or disposition of a business, manufac-

turing, or other income producing

process, operation, facility or unit, and

(2) the unadjusted basis (determined

without regard to subdivision (vi) of

this subparagraph) of all the assets so

retired in such taxable year from such

account as a direct result of the event

described in {b) {!) of this subdivision

exceeds 20 percent of the unadjusted

basis of such account immediately prior

to such event. For this purpose, all ac-

counts (other than a special basis

vintage account as described in subdivi-

sion (vi) of this subparagraph) of the

same vintage for which the same asset

depreciation period has been selected,

and from which a retirement as a di-

rect result of such event occurs within

the taxable year, shall be treated as a

single vintage account.

(iii) Treatment of ordinary retire-

ments. No loss shall be recognized upon
an ordinary retirement. Gain shall be

recognized only to the extent specified

in this subparagraph. All proceeds from
ordinary retirements shall be added to

the depreciation reserve of the vintage

account from which the retirement oc-

curs. See subdivision (vi) of this sub-

paragraph for allocation of basis in the

case of a special basis vintage account.

See subdivision (ix) of this subpara-

graph for recognition of gain when the

depreciation reserve exceeds the unad-

justed basis of the vintage account. The
amount of salvage value for a vintage

account shall be reduced (but not

below zero) as of the beginning of the

taxable year by the excess of (a) the

depreciation reserve for the account,

after adjustment for depreciation al-

lowable for such taxable year and all

other adjustments prescribed by this

section (other than the adjustment pre-

scribed by subdivision (ix) of this sub-

paragraph), over {b) the unadjusted

basis of the account less the amount of

salvage value for the account before

such reduction. Thus, in the case of a

vintage account with an unadjusted

basis of $1,000 and a salvage value of

$100, to the extent that proceeds from

ordinary retirements increase the de-

preciation reserve above $900, the

salvage value is reduced. If the pro-

ceeds increase the depreciation reserve

for the account to $1,000, the salvage

value is reduced to zero. The unad-

justed basis of the asset retired in an

ordinary retirement is not removed
from the account and the depreciation

reserve for the account is not reduced

by the depreciation allowable for the

retired asset. The previously unrecov-

ered basis of the retired asset will be

recovered through the allowance for

depreciation with respect to the vin-

tage account. See subdivision (v) of

this subparagraph for treatment of

ordinary retirements on which gain or

loss is not recognized in whole or in

part.

(iv) Treatment of extraordinary

retirements. Unless the transaction is

governed by a special nonrecognition

section of the Code such as 1031 or 337,

gain or loss shall be recognized upon

an extraordinary retirement in the

taxable year in which such retirement

occurs subject to section 1231, section

1 65 and all other applicable provisions

of law such as section 1245. The un-
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adjusted basis of the retired asset shall

be removed from the unadjusted basis

of the vintage account. The deprecia-

tion reserve established for the accouiit

shall be reduced by the depreciation

allowable for the retired asset com-

puted in the manner prescribed in

paragraph (c)(1) (v)(&) of this sec-

tion for determination of the adjusted

basis of the asset. See subdivision (ix)

of this subparagraph for recognition of

gain when the depreciation reserve ex-

ceeds the unadjusted basis of the vin-

tage account. See subdivision (iii) of

this subparagraph for reduction of

salvage value for an account when the

depreciation reserve exceeds the un-

adjusted basis of the account minus

salvage value.

(v) Special rule for certain retire-

ments. In the case of an ordinary retire-

ment on which gain or loss is in whole

or in part not recognized because of a

special nonrecognition section of the

Code, such as 1031 or 337, the portion

of the proceeds on which gain is not

recognized shall not be added to the

depreciation reserve of the vintage ac-

count in accordance with subdivision

(iii) of this subparagraph and the un-

adjusted basis of the asset shall be re-

moved from the unadjusted basis of

the vintage account. The depreciation

reserve established for the account

shall be reduced by the depreciation

allowable for the retired asset computed
in the manner prescribed in paragraph

( c ) ( 1 )
( V ) ( 6 ) of this section for deter-

mination of the adjusted basis of the

asset.

(vi) Treatment of special basis vin-

tage accounts. A "special basis vintage

account" is a vintage account for an

amount of property improvement
determined under subparagraph (2)

(vii) (a) of this paragraph. In general,

reference in this section to a "vintage

account" shall include a special basis

vintage account. The unadjusted basis

of a special basis vintage account shall

be recovered through the allowance for

depreciation in accordance with this

section over the asset depreciation pe-

riod selected for the account. Except

as provided in this subdivision, the un-

adjusted basis, adjusted basis and

reserve for depreciation of such ac-

count shall not be allocated to any

specific asset in the asset guideline

class, and the provisions of this sub-

paragraph shall not apply to such ac-

count. However, in the event of a sale,

exchange or other disposition of "re-

pair allowance property" (as described

in subparagraph (2) (iii) of this para-

graph) in an extraordinary retirement

as described in subdivision (ii) of this

subparagraph (or if the asset is not in

a vintage account, in an abnormal re-

tirement as described in § 1.1 67(a)

-

8), the taxpayer may, if consistently

applied to all such retirements in the

taxable year and adequately identified

in the taxpayer's books and records,

elect to allocate the adjusted basis (as

of the end of the taxable year) of all

special basis vintage accounts for the

asset guideline class to each such re-

tired asset in the proportion that the

adjusted basis of the retired asset (as

of the beginning of the taxable year)

bears to the adjusted basis of all repair

allowance property in the asset guide-

line class at the beginning of the tax-

able year. The election to allocate basis

in accordance with this subdivision

shall be made on the tax return filed

for the taxable year. The principles of

this subdivision may be illustrated by

the following example

:

Example. In addition to other prop-

erty, the taxpayer has machines A, B,

and C, all in the same asset guideline

class and each with an adjusted basis

on January 1, 1977, of $10,000. The
adjusted basis on January 1, 1977, of
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all repair allowance property (as de-

scribed in subparagraph (2) (iii) of

this paragraph) in the asset guide-

line class is $90,000. The machines are

sold in an extraordinary retirement in

1977. The taxpayer is entitled to and

does elect to allocate basis in accord-

ance with this subdivision. There is also

a 1972 special basis vintage account for

the asset guideline class, as follows

:

1972 special basis vintage account, for which the taxpayer

selected an asset depreciation period of 10 years,

adopted the straight line method, and used the half-

year convention
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to the depreciation reserve for the ac-

count, in which case (if the asset is re-

tired by transfer to supplies or scrap)

the basis in the supplies or scrap ac-

count of the retired asset will be zero,

or (2) follow the consistent practice

of reducing the salvage value for the

account by the amount of salvage value

attributable to the retired asset and

adding the same amount to the depreci-

ation reserve for the account (up to an

amount which does not increase the

depreciation reserve to an amount in

excess of the unadjusted basis of the

account) in which case (if the asset

is retired by transfer to supplies or

scrap) the basis in the supplies or

scrap account of the retired asset will

be the amount added to the deprecia-

tion reserve for the account. Thus,

for example, in the case of an ordi-

nary retirement by transfer of an as-

set to supplies or scrap, the basis of

the asset in the supplies or scrap ac-

count would either be zero or

the amount added to the depreciation

reserve of the vintage account from

which the retirement occurred. When
the depreciation reserve for the ac-

count equals the unadjusted basis of

the account no further adjustment to

salvage value for the account will be

made. See subdivision (viii) (c) of this

subparagraph for special optional rule

for determining the basis of an asset

transferred to supplies or scrap.

{d) In the event of a removal of

property from a vintage account in

accordance with paragraph (b) (5)

(v) {b) or (vi) or paragraph (b) (6)

(viii) of this section, the salvage value

for the account may be reduced by the

amount of salvage value attributable

to the asset removed determined as

provided in (b) of this subdivision.

(viii) Adjustments for transfer to

supplies or scrap. If the taxpayer fol-

lows the consistent practice of reduc-

ing, as ordinary retirements occur, the

salvage value for a vintage account in

accordance with subdivision (vii) of

this subparagraph, the taxpayer may
(in lieu of the method described in

subdivision (vii) (b) and (c) of this

subparagraph for determining the

basis of the retired asset in the supplies

or scrap account) follow the consistent

practice of determining the basis (in

the supplies or scrap account) of as-

sets retired in an ordinary retirement

by transfer to supplies or scrap, in the

following manner

—

(a) The taxpayer may determine

the value of the asset (not to exceed

its unadjusted basis) by any reason-

able method consistently applied

(such as average cost, conditioned

cost, or fair market value) if such

method is adequately identified in

the taxpayer's books and records.

{b) The salvage value attribut-

able to the asset determined in ac-

cordance with subdivision (vii) (b)

of this subparagraph shall be sub-

tracted from the salvage value for

the account (to the extent thereof)

and the greater of (/) the amount
subtracted from the salvage value for

the vintage account or (2) the value

of the asset determined in accord-

ance with {a) of this subdivision,

shall be added to the reserve for de-

preciation of the vintage account.

(c) The amount added to the re-

serve for depreciation of the vintage

account in accordance with {b) of

this subdivision shall be treated as

the basis of the retired asset in the

supplies or scrap account.

If the taxpayer makes the adjustments

in accordance with this subdivision, the

reserve for depreciation of the vintage

account may exceed the unadjusted

basis of the account, and in that event
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gain will be recognized in accordance

with subdivision (ix) of this subpara-

graph.

(ix) Recognition of gain or loss in

certain situations, (a) If at the end of

any taxable year after adjustment for

depreciation allowable for such tax-

able year and all other adjustments

prescribed by this section, the depreci-

ation reserve established for a vintage

account exceeds the unadjusted basis

of the account, the entire amount of

such excess shall be recognized as gain

in such taxable year. Such gain shall

—

( / ) Constitute gain to which sec-

tion 1245 applies to the extent that

it does not exceed the total amount

of depreciation allowances in the de-

preciation reserve for all years at the

end of such taxable year, reduced by

gain recognized pursuant to this sub-

division with respect to the account

previously treated as gain to which

section 1245 applies, and

(2) Constitute gain to which sec-

tion 1231 applies to the extent that

it exceeds such total amount as so

reduced.

In such event, the depreciation reserve

shall be reduced by the amount of gain

recognized, so that after such reduc-

tion the amount of the depreciation re-

serve is equal to the unadjusted basis of

the account. Thus, for example, in the

case of a vintage account with an un-

adjusted basis of $1,000 and a depre-

ciation reserve of $700 (of which $600

represents depreciation allowances), if

$500 is realized during the taxable year

from ordinary retirements of assets

from the account, the reserve is in-

creased to $1,200, gain is recognized to

the extent of $200 fthe amount by

which the depreciation reserve before

further adjustment exceeds $1,000)

and the depreciation reserve is then de-

creased to $1,000. The $200 of gain

constitutes gain to which section 1245

applies. If the amount realized from

ordinary retirements during the year

had been $1,100 instead of $500, the

gain of $800 would have consisted of

$600 of gain to which section 1 245 ap-

plies and $200 of gain to which section

1231 applies.

(b) If at the time the last asset in

a particular vintage account is retired

the unadjusted basis of the account ex-

ceeds the depreciation reserve for the

account (after all adjustments pre-

scribed by this section), the entire

amount of such excess shall be recog-

nized in such taxable year as a loss

under section 165 or as a deduction for

depreciation under section 167. If the

retirement of such asset occurs by sale

or exchange on which gain or loss is

recognized, the amount of such excess

shall constitute a loss subject to sec-

tion 1231. Upon retirement of the last

asset in a vintage account, the account

shall terminate and no longer be an

account to which this section applies.

(x) Dismantling cost. The cost of

dismantling, demolishing, or removing

an asset in the process of a retirement

from the vintage account shall be

treated as an expense deductible in the

year paid or incurred, and such cost

shall not be substracted from the de-

preciation reserve for the account.

(4) Examples. The principles of this

paragraph may be illustrated by the

following examples:

Example (/). (a) Taxpayer /I has

a multiple asset vintage account with

an unadjusted basis of $1,000. All the

assets were first placed in service by A
on January 15, 1971. This account con-

tains all of A's assets in a single asset

guideline class. A elects to apply this

section for 1971 and adopts the modi-

fied half-year convention. A estimates

a salvage value for the account of $100

and this estimate is determined to be

reasonable. (See subparagraph (1) (v)

of this paragraph for limitation on ad-
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justment of reasonable salvage value.)

A adopts the straight line method of de-

preciation with respect to the account

and selects a 10-year asset deprecia-

tion period. A does not follow a prac-

tice of reducing the salvage value for

the account in the amount of salvage

value attributable to each retired asset

in accordance with subparagraph (3)

(vii) of this paragraph. The depre-

ciation allowance for each of the first

4 years is $100, that is Vio multiplied

by the unadjusted basis of $1,000, with-

out reduction for salvage.

{b) In the fifth year of the asset

depreciation period, three assets are

sold in an ordinary retirement for $300.

Under paragraph (c)(1) (ii) of this

section and subparagraph (3) (iii) of

this paragraph, the proceeds of the re-

tirement are added to the depreciation

reserve as of the beginning of the fifth

year. Accordingly, the reserve as of

the beginning of the fifth year is $700,

that is, $400 of depreciation as of the

beginning of the year plus $300 pro-

ceeds from ordinary retirements. The
depreciation allowance for the fifth

year is $100, that is i/io multiplied by

the unadjusted basis of $1,000, with-

out reduction for salvage. Accordingly,

the depreciation reserve at the end of

the fifth year is $800.

{c) In the sixth year, asset X is sold

in an extraordinary retirement for $30

and gain or loss is recognized. Under
the first-year convention used by the

taxpayer, the unadjusted basis of X,

$300, is removed from the unadjusted

basis of the vintage account as of the

beginning of the sixth year and the

depreciation reserve as of the beginning

of such year is reduced to $650 by re-

moving the depreciation applicable to

asset X, $150 (see subparagraph (3)

(iv) of this paragraph). Since the de-

preciation reserve ($650) exceeds the

unadjusted basis of the account ($700)

minus salvage value ($100) by $50,

under subparagraph (3) (iii) of this

paragraph, salvage value is reduced by

$50. No depreciation is allowable for

the sixth year.

(d) In the seventh year, an asset is

sold in an ordinary retirement for $110.

This would increase the reserve as of

the beginning of the seventh year to

$760 and under subparagraph (3) (iii)

of this paragraph the salvage value is

reduced to zero. Under subparagraph

(3) (ix) (a) of this paragraph the de-

preciation reserve is then decreased to

$700 (the unadjusted basis of the ac-

count) and $60 is reported as gain,

without regard to the adjusted basis

of the asset. No depreciation is allow-

able for the seventh year since the de-

preciation reserve ($700) equals the

unadjusted basis of the account

($700).

{e){l) In the eighth year, A elects

to apply this section and to treat ex-

penditures during the year for repair,

maintenance, rehabilitation or im-

provement under subparagraph (2)

(iii) and (iv) (a) of this paragraph

(the "guideline class repair allow-

ance" ) . This results in the treatment

of $300 as a property improvement for

the asset guideline class. (See subpara-

graph (2) (vii) of this paragraph for

definition of a property improvement.)

The property improvement is capital-

ized in a special basis vintage account

of the eighth taxable year (see para-

graph (2) (viii) {a) of this paragraph)

.

A selects an asset depreciation period of

10 years and adopts the straight line

method for the special basis vintage

account. A adopts the modified half-

year convention for the eighth year.

(2) In the eighth year, A sells asset

Y in an ordinary retirement for $175.

Under paragraph (c)(1) (ii) of this

section and subparagraph (3) (iii) of

this paragraph, $1 75 is added to the de-

preciation reserve for the account as

of the beginning of the taxable year.

Since the depreciation reserve for the

account ($875) exceeds the unad-
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justed basis of the account ($700-) by

$1 75, that amount of gain is recognized

-inder subparagraph (3) (ix) of this

paragraph. Upon recognition of gain

n the amount of $175, the deprecia-

tion reserve for the account is reduced
:o $700.

(3) No depreciation is allowable in

the eighth year for the vintage account
;ince the depreciation reser\'e ($700)
equals the unadjusted basis of the ac-

:ount ($700) . The depreciation allow-

ible in the eighth year for the special

Dasis vintage account is $30, that is,

Linadjusted basis of $300, multiplied

oy YiQ, the asset depreciation period se-

ected for the special basis vintage ac-

:ount, but limited to $22.50 under the

modified half-year convention. (See

Daragraph (e)(1) (iv) of this section

"or treatment of $150 of the property

mprovement as first placed in service

n the first half of the taxable year and

M50 of the property improvement as

irst placed in service in the last half

Df the taxable year.

)

Example (2). Taxpayer B has a

Tiultiple asset vintage account of 1971

A'ith an unadjusted basis of $100,000.

B selects from the asset depreciation

-ange an asset depreciation period of

10 years and adopts the straight line

Tiethod of depreciation and the modi-
led half-year convention. B establishes

1 salvage value for the account of $10,-

)00. All the assets in the account are

irst placed in service on January 15,

1971. B follows the practice of reduc-

ng salvage value for the account as

:)rdinary retirements occur in accord-

ince with subparagraph (3) (vii) of

Jiis paragraph, but does not follow the

optional practice of determining the

oasis of assets transferred to supplies or

icrap in accordance with subparagraph

(3) (viii) of this paragraph. No re-

tirements occur during the first five

/ears. The depreciation reserve at the

Deginning of the sixth year is $50,000.

In the sixth year an asset with an un-

adjusted basis of $20,000 is transferred

to supplies in an ordinary retirement.

By application of subparagraph (3)

(vii) (6) of this paragraph (B) deter-

mines the reduction in salvage value for

the account attributable to such asset

$20,000
to be $2,000 (that is,

ipoOOO^^^^''
000= $2,000). B reduces the salvage

value for the account by $2,000 and

adds $2,000 to the depreciation reserve

for the account. The basis of the re-

tired asset in the supplies account is

$2,000. The depreciation allowable for

the account for the sixth year is $10,-

000. The depreciation reserve for the

account at the beginning of the seventh

year is $62,000. At the mid-point of

the seventh year all the remaining as-

sets in the account are sold in an ordi-

nary retirement for $20,000, which is

added to the depreciation reserve as of

the beginning of the seventh year, thus

increasing the reserve to $82,000. The
$5,000 depreciation allowable for the

account for the seventh year (one-half

of a full year's depreciation of $10,000)

increases the depreciation reserve to

$87,000. Under subparagraph (3) (ix)

(b) of this paragraph, a loss of $13,000

subject to section 1231 is realized in

the seventh year (that is, the excess of

the unadjusted basis of $100,000 over

the depreciation reserve of $87,000).

No depreciation is allowable for the

account after the mid-point of the

seventh year since all the assets are

retired and the account has terminated.

(e) Accounting for eligible prop-

erty— (1) Definition of first placed in

.service, (i) In general. The term "first

placed in service" refers to the time

the property is first placed in service by

the taxpayer, not to the first time the

property is placed in service. Property

is "first placed in service" when first

placed in a condition or state of readi-
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ness and availability for a specifically

assigned function, whether in the tax-

payer's trade or business, in the produc-

tion of income, in a tax-exempt activity,

or in a p>ersonal activity. The provisions

of paragraph (d)(1) (ii) and (d)(2)

of § 1 .46-3 shall apply for the purpose

of determining the date on which prop-

erty is first placed in service. See sub-

division (ii) of this subparagraph for

special rule for certain replacement

parts. The date on which depreciation

begins under a convention used by the

taxpayer or under a particular method
of depreciation, such as the unit of

production method or the retirement

method, shall not determine the date on

which the property is first placed in

service. See paragraph (c) (2) of this

section for application of a first-year

convention to determine the allowance

for depreciation of property in a vin-

tage account.

(ii) Certain replacement parts. Prop-

erty (such as replacement parts) the

cost or other basis of which is deducted

as a repair expense in accordance with

the asset guideline repair allowance de-

scribed in paragraph (d) (2) (iii) of

this section shall not be treated as

placed in service.

(iii) Property improvements and ex-

cluded additions. A property improve-

ment determined under paragraph (d)

(2) (vii) (6) of this section, and an ex-

cluded addition (other than an addi-

tional identifiable unit of property

which is an excluded addition described

in paragraph (d) (2) (vi) (c) of this

section) is first placed in service when
its cost is paid or incurred. See sub-

division (i) of this subparagraph for

general rule which applies to an ex-

cluded addition described in paragraph

(d) (2) (vi) {c) of this section.

(iv) Certain property improvements.

In the case of an amount of property

improvement deteiTnined under para-

graph (d) (2) (vii) (a) of this section,

one-half of such amount is first placed

in service in the first half of the taxable

year in which the cost is paid or in-

curred and one-half is first placed in

service in the last half of such taxable

year.

(v) Special rules for clearing ac-

counts. In the case of public utilities

which consistently account for certain

property through "clearing accounts",

the date on which such property is first

placed in service shall be determined in

accordance with rules to be prescribed

by the Commissioner.

(2) Special rules for transferred

property. If eligible property is first

placed in service by the taxpayer dur-

ing a taxable year of election, and the

property is disposed of before the end

of the taxable year, the election for such

taxable year shall include such property

unless such property is excluded in ac-

cordance with paragraph (b)(5) (iii)
,

(iv), or (v) of this section.

(3) Special rules in the case of cer-

tain transfers— (i) Transaction to

which section 381(a) applies. If the

distributor or transferor corporation

(including any distributor or transferor

corporation of any distributor or trans-

feror corporation) has made an elec-

tion to apply this section to eligible

property transferred in a transaction to

which section 381(a) applies, the ac-

quiring corporation is treated as if it

were the distributor or transferor

corporation with respect to such prop-

erty. The acquiring corporation must

segregate such eligible property (to

which the distributor or transferor cor-

poration elected to apply this section)

into vintage accounts as nearly coex-

tensive as possible with the vintage ac-

counts created by the distributor or

transferor corporation identified by ref-

erence to the year the property was

first placed in service by the distribu-

tor or transferor corporation. The as-

set depreciation period for each vin-
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tage account selected by the distributor

or transferor corporation from the asset

depreciation range must be used by

the acquiring corporation. The method
of depreciation adopted by the dis-

tributor or transferor corporation, shall

be used by the acquiring corporation

unless such corporation obtains the

consent of the Commissioner to use an-

other method of depreciation in ac-

cordance with paragraph (e) of

§ 1.446-1 or changes the method of

depreciation under paragraph (b) of

§ 1.167(e)-l or under paragraph (c)

(1) (iii) of this section. Thus, the ac-

quiring corporation may apply this

section to the property so acquired

only if the distributor or transferor

corporation elected to apply this sec-

tion to such property.

(ii) Partnerships, trusts, estates,

donees, and corporations. Except as

provided in subdivision (i) of this sub-

paragraph with respect to transactions

to which section 381(a) applies, if

eligible property is placed in service by

an individual, trust, estate, partner-

ship or cor}X)ration, the election to

apply this section shall be made by the

individual, trust, estate, partnership, or

corporation placing such property in

service. For example, if a partnership

places in service property contributed

to ihe partnership by a partner, the

partnership may elect to apply this

section to such property. If the part-

nership does not make the election, this

section will not apply to such property.

See paragraph (b)(7) of this sec-

tion for special rule for certain prop-

erty where there is a mere change in

the form of conducting a trade or

business.

(iii) Leased property. The asset de-

preciation range and the asset depre-

ciation period for eligible property sub-

ject to a lease shall be determined

without regard to the period for which
such property is leased, including any

extensions or renewals of such period.

See paragraph (b) (5) (v) of this

section for exclusion of property

amortized under paragraph (b) of

§ 1.162-11 from an election to apply

this section. In the case of a lessor of

jiroperty, unless there is an asset guide-

line class in effect for lessors of such

property, the asset guideline class for

such property shall be determined by

reference to the activity in which such

property is primarily used by the lessee.

See paragraph (b) (4) (iii) (6) of this

section for general rule for classifica-

tion of property according to primary

use.

(f) Election with respect to eligible

property— (1) Time and manner of

election, (i) In general. An election to

apply this section to eligible property

shall be made with the income tax

return filed for the taxable year in

which the property is first placed in

service (see paragraph (e)(1) of this

section) by the taxpayer. An election

to compute the allowance for depre-

ciation under this section is a method

of accounting but the consent of the

Commissioner will be deemed granted

to make an annual election. For elec-

tion by a partnership see section 703 (b)

and paragraph (e) (3) (ii) of this sec-

tion. If the taxpayer does not file a

timely return (taking into account ex-

tensions of the time for filing) for the

taxable year in which the property is

first placed in service, the election shall

be filed at the time the taxpayer files

his first return for that year. The elec-

tion may be made with an amended

return only if such amended return is

filed no later than the later of (a) the

time prescribed by law (including ex-

tensions thereof) for filing the return

for the taxable year of election, or {b)

September 20, 1971. If an election is

not made within the time and in the

manner prescribed in this paragraph.
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no election may be made for such tax-

able year (by the filing of an amended
return or in any other manner) with

respect to any eligible property placed

in service in the taxable year.

(ii) Other elections under the sec-

tion. All other elections under this sec-

tion may be made only within the time

and in the manner prescribed by sub-

division (i) of this subparagraph with

respect to an election to apply this

section.

(2) Information required. The elec-

tion under this section must specify:

(i) That the taxpayer makes such

election and consents to, and agrees

to apply, all the provisions of this

section

;

(ii) The asset guideline class for

each vintage account of the taxable

year;

(iii) The asset depreciation

period selected by the taxpayer for

each vintage account

;

(iv) The first-year convention

adopted by the taxpayer for the tax-

able year of election and (if the tax-

payer applies the modified half-year

convention by taking a full year's de-

preciation on property first placed in

service in the first half of the tax-

able year), the total cost or other

basis of all eligible property first

placed in service in the first half of

the taxable year and the total cost or

other basis of all eligible property

first placed in service in the last half

of the taxable year;

(v) The unadjusted basis and
salvage value for each vintage ac-

count, and if such salvage value has

been determined by application of

section 167(f) , the amount by which
gross salvage value was decreased

under section 167(f)
;

(vi) Whether the special 10 per-

cent used property rule described in

paragraph (b) (5) (iii) of this sec-

tion has been applied to exclude used

property from the election and, if so,

the unadjusted basis of the used

property first placed in service dur-

ing the taxable year

;

( vii ) Each asset guideline class for

which the taxpayer elects to apply

the asset guideline class repair al-

lowance described in paragraph (d)

(2) (iii) of this section, the amount
of property improvement for each

such class determined under para-

graph (d) (2) (vii) {a) of this sec-

tion, and whether or not the tax-

payer elects for the taxable year to

allocate the unadjusted basis of a

special basis vintage account for

the taxable year in accordance

with paragraph (d) (3) (vi) of this

section

;

(viii) A reasonable description of

any eligible property for which the

taxpayer was not required or per-

mitted to make an election because

of the special rules of paragraph (b)

(5) (v) or (6) or paragraph (e) (3)

(i) of this section;

(ix) A reasonable description of

all "section 38 property" excluded

under paragraph (b) (5) (iv) of this

section from the election to apply

this section ; and

(x) Such other information as

may reasonably be required. (See

paragraph (b) (4) (iii) (a) of this

section for special election by certain

public utilities.)

Forms will be provided for submission

of the information required and an

election to apply this section will not

be rendered invalid under this sub-

paragraph so long as there is substan-

tial compliance with the requirements

of this subparagraph.

(3) Irrevocable election. An elec-

tion to apply this section to eligible

property for any taxable year may not

be revoked or changed after the time

for filing the election prescribed under

subparagraph (1) of this paragraph

has expired. No other election under
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this section may be revoked or changed

after such time unless expressly pro-

vided for under this section. (See para-

graph (b)(5)(v)(6) of this section

for special rule.)

(4) Special condition to election to

apply this section, (i) In general. The
taxpayer may not elect to apply this

section for a taxable year unless he files,

within the time prescribed in subpara-

graph (l)(i) of this paragraph for

an election to apply this section, the

information required by subdivision

(ii) of this subparagraph, in the

form and manner prescribed by the

Commissioner.

(ii) Special information required.

The taxpayer shall file the following

information with respect to each asset

guideline class for the taxable year for

which the taxpayer elects to apply this

section

—

(a) The total unadjusted basis of

all assets retired during the taxable

year from each vintage account of

each asset guideline class, and the

proceeds realized during the taxable

year from the retirement of such

assets

;

(b) A general description, in rea-

sonable asset groupings, of all assets

retired from each vintage account of

each asset guideline class during the

taxable year;

(c) The vintage (that is, the tax-

able year in which established) of

each vintage account from which as-

sets were retired during the taxable

year, associated with the information

required in (a) and (6) of this sub-

division so as to identify the age of

the assets retired

;

(d) A reasonable description of

the reasons for and manner of the

retirement of the assets, in reason-

able asset groupings in accordance

with (b) oi this subdivision (that is,

by sale, exchange, casualty, aban-

donment, or transfer to scrap) ;

{e) Such reasonable information

with respect to expenditures for the

repair, maintenance, rehabilitation

or improvement of assets as shall be

prescribed by the Commissioner;

and

(/) Such other information re-

quired by subparagraph (2) of this

paragraph as may be prescribed by

the Commissioner.

A retirement of an asset by transfer

to a supplies account for reuse shall

not be included in the information re-

quired by this subparagraph. Forms

will be provided for submission of the

information required and an election

to apply this section will not be ren-

dered invalid under this subparagraph

so long as there is substantial com-

pliance with the requirements of this

subparagraph.

(g) Relationship to other provi-

sions— (1) Useful life. An election to

apply this section to eligible property

constitutes an agreement under section

167(d) and this section to treat the

period selected by the taxpayer for

each vintage account as the useful life

of the property in such account for all

purposes of the Code, including sec-

tions 46, 47, 48, 57, 163(d), 167(c),

167(f) (2), 179, 312(m), 514(a), and

4940(c). For example, since section

167(c) requires a useful life of at least

3 years and the asset depreciation pe-

riod selected is treated as the useful life

for purposes of section 167(c) , the tax-

payer may adopt a method of deprecia-

tion described in section 167(b) (2) or

(3) for an account only if the asset

depreciation period selected for the ac-

count is at least 3 years.

(2) Section 167(d) agreements. If

the taxpayer has, prior to January 1,

1971, entered into a section 167(d)

agreement which applies to any-eligible

property, the taxpayer will be per-

mitted to withdraw the eligible prop-

erty from the agreement provided that

94



an election is made to apply this section

to such property. The statement of

intent to withdraw eligible property

from such an agreement must be made
in an election filed for the taxable year

in which the property is first placed in

service. The withdrawal, in accord-

ance with this subparagraph, of any

eligible property from a section 167(d)

agreement shall not affect any other

property covered by such an agreement.

(3) Relationship to the straight line

method— (i) In general. For purposes

of determining the amount of depre-

ciation which would be allowable un-

der the straight line method of depre-

ciation, such amount shall be computed
with respect to any property in a vin-

tage account using the straight line

method in the manner described in

paragraph (c)(l)(i) of this section

and a rate based upon the period for

the vintage account selected from the

asset depreciation range. Thus, for ex-

ample, section 57(a) (3) requires a tax-

payer to compute an amount using the

straight line method of depreciation if

the taxpayer uses an accelerated

method of depreciation. For purposes

of section 57(a)(3). the amount for

property in a vintage account shall be

computed using the asset depreciation

period for the vintage account selected

from the asset depreciation range. In

the case of property to which the tax-

payer does not elect to apply this sec-

tion, such amount computed by using

the straight line method shall be deter-

mined under § 1.167(b)-l without

regard to this section.

(ii) Examples. The principles of this

subparagraph may be illustrated by the

following examples:

Example (/). (a) Corporation X
places a new asset in service to which
it elects to apply this section. The cost

of the asset is $200,000 and the esti-

mated salvage value is zero. The tax-

payer selects 9 years from the appli-

cable asset depreciation range of 8 to 12

years. Corporation X adopts the double

declining balance method of deprecia-

tion and thus the rate of depreciation

is 22.2 percent (twice the applicable

straight line rate). The deprecia-

tion allowance in the first year would

be $44,400, that is, 22.2 percent of

$200,000.

(b) Assume that the provisions of

section 57(a)(3) apply to the prop-

erty. The amount of the tax preference

would be $22,200, that is, the excess

of the depreciation allowed under this

section ($44,400) over the deprecia-

tion which would have been allow-

able if the taxpayer had used the

period selected from the asset depreci-

ation range and the straight line rate

($22,200).

Example (2) . (a) The facts are the

same as in example ( 1 ) except that

Corporation X does not elect to apply

this section. The depreciation allow-

ance is based on a guideline life of 10

years and thus the rate under the dou-

ble declining balance method is 20 per-

cent. The depreciation allowance is

$40,000, that is, $200,000 multiplied

by 20 percent.

(b) Assume that the provisions of

section 57(a)(3) apply to the prop-

erty. The amount of the tax preference

under that section would be $20,000,

that is, the excess of the amount al-

lowed under the double declining bal-

ance method, as determined in (a) of

this example, $40,000, over the amount

which would have been allowable if

the taxpayer had used the straight line

method, $20,000.

Par. 2. The following new section is

added immediately after § 1.167(1) -4,

to read as follows

:

§ 1.167 (I) -5 Public utiHty property;

election to use asset depreciation

range system.

(a) Application of section 167(1) to

certain property subject to asset depre-
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ciation range system. If the taxpayer

elects to compute depreciation under

the asset depreciation range system

described in § 1.1 67 (a) -11 with re-

spect to certain public utility property

placed in service after December 31,

1970, see § 1.167(a)-ll (b) (6).

(This Treasury decision is issued un-

der the authority contained in section

167 of the Internal Revenue Code of

1954 (26 U.S.C. 167) and section 7805

of the Internal Revenue Code of 1954

(26 U.S.C. 7805).)

Randolph W. Thrower,
Commissioner of Internal Revenue.

Approved June 21, 1971.

Edwin S. Cohen,
Assistant Secretary

of the Treasury.

(Filed by the Office of the Federal Register

on June 22, 1971, 11:00 a.m., and pub-
lished in the issue of the Federal Register

for June 23, 1971, 36 F.R. 11924.)

96



DEPARTMENT OF THE TREASURY
Internal Revenue Service

Office of Industrial Economics

Functions

This material amends functional statement 1113.8 and adds

new^s functional statement 1113.85 to the statement on organi-

zation and functions published at 36 F. R. 849-890. This amend-
ment establishes the Office of Industrial Economics in the Office

of the Assistant Commissioner (Planning and Research).

Randolph W. Thrower
Commissioner of Internal Revenue

Jun 21 1971
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1113.8 OFFICE OF ASSISTANT COMMISSIONER
(PLANNING AND RESEARCH)

The Assistant Commissioner (Planning and Research) acts as

the principal assistant to the Commissioner and the Deputy Com-
missioner in the development and administration of the Program
and Financial Plan, related objectives and policies, and in the
analysis of all Service programs for the purpose of promoting
maximum effectiveness in the administration of the Internal

Revenue Code with the most efficient and economical expenditure
of resources; and is responsible for research, statistics, and sys-

tems development. The Assistant Commissioner (Planning and
Research) represents the Commissioner on these matters in re-

lations with the Treasury Department, the Congress, other Gov-
ernment agencies and outside organizations. He discharges these
primary responsibilities in cooperation with the appropriate As-
sistant Commissioners (or other principal officials), each of whom
exercises related responsibilities within his own functional area.

The Assistant Commissioner (Planning and Research) is respon-
sible for and supervises the activities of the Planning and An-
alysis Division, Research Division, Statistics Division, Systems
Development Division, and the Office of Industrial Economics.

1113.85 Office of Industrial Economics

Provides taxpayers and the Government with timely and up-
to-date asset classes, forecasts of useful economic lives for such
classes, and current repair allowances as part of the Asset De-
preciation Range system by accomplishing the following func-

tions : Collects and analyzes data on various asset classes, periods

of use and factors of obsolescence and repair and maintenance
practices in accordance with the vintage account procedure under
the ADR system. Utilizing a variety of data gathering methods,
such as economic reports, econometric models, and statistical

sampling, compiles information or industrial experience on
utilization of depreciable plant and equipment, salvage value, and
replacement practices. Receives data and proposed changes in

asset classes, depreciation periods, and repair allowances sub-

mitted by taxpayers and other knowledgeable sources. Analyzes
and evaluates these data as a basis for recommending changes in

the ADR system. Analyses are performed by a specialized staff

of economists and engineers and involve rather complex issues,

including things such as forecasting new technological develop-

ments and modes of operation in the various technological fields

in the future. Effective liaison is maintained with the Commerce
Department's Bureau of the Census and Office of Business Eco-
nomics and similar offices in other industrialized nations. Closely

monitors the operation of the ADR system in tax administra-
tion and recommends changes based on its staff observations, as

well as reports from field revenue agents. Recommendations are

of an administrative, regulatory, or legislative nature. Analyses
of data and resultant recommendations are also made available

for other elements of IRS for better and more efficient tax
administration.
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Rev. Proc. 71-25 ^

Asset guideline classes, guideline

periods, depreciation ranges, and
guideline class repair allowance

percentages relating to the Asset

Depreciation Range System for de-

preciation of certain classes of

assets placed in service after De-

cember 31, 1970.

Section 1. Purpose.

The purpose of this Revenue Proce-

dure is to set forth the asset guideHne

classes, asset guideline periods and as-

set depreciation ranges referred to in

sections 1.167 (a)-ll (b)(4) of the

Income Tax Regulations for the Asset

Depreciation Range System which tax-

payers may elect for certain assets first

placed in service by the taxpayer after

December 31, 1970. In addition, this

Revenue Procedure sets forth the asset

guideline class repair allowance per-

centages referred to in section 1.167

(a) -11 (d) (2) of the regulations which

may be used by electing taxpayers in

determining the treatment under sec-

^ Also released as Technical Information

Release 1088, dated June 22, 1971.

tions 162, 212, and 263 of expenditures

paid or incurred in connection with

the repair, maintenance, rehabilitation

or improvement of certain property

described in section 1.167 (a) -11 (d)

(2) (iii) of the regulations. Without
regard to whether the description of

assets in an asset guideline class in-

cludes other property, the taxpayer

may elect, in accordance with the reg-

ulations, to apply the asset guideline

periods and asset depreciation ranges

only to "eligible property" as defined

in section 1.167 (a)-ll (b)(2) of the

regulations, and to apply the asset

guideline class repair allowance per-

centages only to "repair allowance

property" as defined in section 1.167

(a)-ll (d)(2) (iii) of the Income Tax
Regulations.

Sec. 2. Asset Guideline Classes
AND Periods, Asset De-
preciation Ranges, and
Annual Asset Guide-

line Repair Allow^ance
Percentages.

The asset guideline classes, asset

guideline periods, asset depreciation

ranges, and asset guideline repair al-

lowance percentages have been estab-

lished as set forth below.
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Asset

guide-

line

class

Description of assets included



Asset

guide-

line

class

Description of assets included

Asset depreciation range
(in years)



Asset
guide-

line

class

Description of assets included



.•\sset

guide-
line

class

Description of assets included



Asset

guide-
line

class

Description of assets included



Asset

guide-
line

class

Description of assets included



Asset

guide-
line

class

Description of assets included



Asset

guide-
line Description of assets included
class



Asset

guide-

line

class

Description of assets included

Asset depreciation range
(in years)

Asset

Lower guide-
limit line

period

Upper
limit

Annual
asset

guide-

line

repair

allow-

ance
percent-

age

40.53 Steam 22.

5

40.54 Steam, compressed air, and other

powerplant equipment 22. 5

41.0 Motor transport—passengers: Includes assets

used in the urban and interurban com-
mercial and contract carrying of passen-

gers by road, except the transportation

assets included in class 00.2 above 6. 5

42.0 Motor transport—freight: Includes assets

used in the commercial and contract

carrying of freight by road, except the

transportation assets included in class 00.2

above 6. 5

44.0 Water transportation: Includes assets used

in the commercial and contract carrying

of freight and passengers by water except

the transportation assets included in class

00.2 above 16

45.0 Air transport: Includes assets used in the

commercial and contract carrying of

passengers and freight by air 5

46.0 Pipeline transportation: Includes assets used

in the private, commerical, and contract

carrying of petroleum, gas, and other

products by means of pipes and conveyors.

The trunklines and related storage facilities

of integrated petroleum and natural gas

producers are included in this class • 1 7. 5

48.0 Communication: Includes assets used in the

furnishing of point-to-point communica-
tion services by wire or radio, whether
intended to be received aurally or visually;

and radio broadcasting and television.

48.

1

Telephone : Includes the assets identified

below and which are used in the

provision of commercial and contract

telephonic services:

48.11 Central office buildings: Special pur-

pose structures intended to house

central office equipment and which
are classified in Federal Communica-
tions Commissions Account No. 212 '. . 36

48.12 Central office equipment: Includes

central office switching and re-

lated equipment classified in

Federal Communications Com-
mission Account No. 221 16

28 33. 5

28 33.

5

8 9.5

8 9.5

20 24

6 7

2.5

7.5

11.5

11.0

8.0

14.0

22 26.

5

3.0

45 54 1.5

20 24 6.
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