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Kansas is on a roll when it comes to good tax policy. One
simple, inexpensive step can sustain the momentum and
produce a competitive leap in terms of bang for the buck:
Permit all businesses to take an immediate income tax write-
off for new investments made in Kansas. This step—called
“expensing”—would complement the recent competitive
reforms related to property and franchise taxation—and fur-
ther distinguish Kansas as a go-to destination for capital in-
vestment, a key driver of high-wage jobs. As a bonus,
expensing would make taxes fairer, because it results in equal

tax treatment among businesses of all types and sizes.

The existence of an income tax makes the Kansas govern-
ment a de facto silent partner in every Kansas business. In
light of this partnership, the appropriate tax policy ques-
tion is this: Does the government want to act like a partner
that invests in the business or a partner that draws cash out

of the business whenever possible?

Kansas income tax law, because it operates as an extension
of U.S. income tax law, makes the Kansas government act
like a cash-hungry partner rather than an investment-driven
partner. Expensing would reverse the situation and turn
the government into an investment-driven partner—for the

economic benefit of all Kansans.

Economic Fundamentals

Well-constructed tax policy does not interfere with taxpay-
ers decision-making calculations. Economists refer to this
outcome as “tax neutrality.” It represents a challenging goal
for policymakers to attain. Most tax instruments influence

economic decision-making.

Fortunately, policymakers can attain the goal of tax neutral-
ity with regard to the income tax treatment of saving and
investment. Unfortunately, most income tax systems in the
U.S. do not attain this worthy goal. Instead, they create an
inherent tax bias against saving and investment. No one
intended this destructive outcome. It is a historical artifact
that has endured from the economically misinformed struc-

ture of the first income tax laws.!

In the modern-day economy, saving and investment repre-
sent the same thing from different perspectives. Virtually
all saving becomes an investment somewhere in the world.
Few people—in developed economies, at least—store cash
under their mattress. Saved funds tend to flow to where

they earn the highest (risk-adjusted) rate of return.

From a business perspective, the income tax bias against
investment is embedded in the (frequently arcane) rules
associated with capital cost recovery—that is, the rules as-
sociated with the depreciation of capital investments. Ex-
pensing is a little used depreciation procedure (sometime
called cash-flow depreciation) that removes the tax bias—
and greatly simplifies income tax administration for both
the taxpayer and the tax authorities.

The Bias of Double Taxation

The income tax bias against saving and investment results
from an inherent double counting—and, therefore, double
taxation—that results from an economically flawed defini-
tion of taxable income. To grasp the mechanics of this
double counting, focus on the equal sign in the present value

formula shown in Exhibit 1. This formula is a foundational
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element of finance. It indicates that the economic value of
an investment can be represented in one of two equivalent
ways—as a point-in-time value (PV) or as a flow-through-
time value (CFs). The formula is embedded in financial
calculators for analyzing investments, pricing financial prod-
ucts, or calculating loan payments.

Exhibit 1;: The Present Value Formula
The Foundation of Investment Analysis

_ CF, CF, CF; CF, CF;
Py = (1+r)! + (14r)? + (1+r)? + (1+r)* + (1+r)°

* The formula above depicts a 5-year investment. A
30-year investment would have 30 elements on the
right-hand side of the formula.

* PV stands for “present value.” It represents the
market value (or perhaps purchase price) of an in-
vestment, regardless of whether the investment is a

machine, a building, a stock, or a bond.

* CF stands for “cash flow.” It represents the cash
flow that an investment generates, like profits, divi-
dends, interest, rent payments, or capital gains.
Normally, investments are valued using free cash
flow, the cash flow available to the investment
owner after all investment-related costs have been

paid, including taxes.

¢ rstands for the “discount rate,” which is often the
interest rate or the expected rate of return on an
alternative investment. The quantity (1+7) is raised
to a power that represents time. A fundamental
tenet of finance is that a dollar received immedi-
ately is more valuable than a dollar received in the

future. Thus, future cash flows are “discounted.”

* Two basic types of investment analysis flow from
the above equation: First, net present value equals
PV (with an assigned value for 7) minus the cost of
an investment; if the result is positive, the invest-
ment will be evaluated positively. Second, internal
rate of return equals the value of 7 that equates the
estimated values of CF with the known (or esti-
mated) cost of an investment. Investors typically
want to make investments with the highest inter-

nal rate of return.

The mathematical equality represented by the present value
formula means that double counting occurs when money
represented on both sides of the equal sign counts as tax-
able income. The same economic value is taxed twice:
double taxation. Taxing money represented by the left-hand
side of the formula (the money paid for an investment) ef-
fectively means that the tax authority is pre-taxing money
represented by the right-hand side of the equation (the
money generated by the investment). Alternatively, taxing
the money represented on right-hand side of the equation

is effectively a deferral of taxation on the money represented

by the left-hand side.

An example related to retirement saving will help make the
double tax problem clearer, because U.S. income tax law
has eliminated the problem for personal retirement invest-
ments, when channeled through approved procedures. In
the United States, people typically save for retirement us-
ing individual retirement accounts (IRAs) and employer-
sponsored retirement plans, like 401(k)s. Generally, people
have a choice between two types of IRAs—traditional IRAs
or Roth IRAs (named after the late U.S. Senator, William
V. Roth). Both types of IRAs solve the double tax problem
but in different ways (401(k)s solve the problem the way
traditional IRAs do).

Suppose someone wanted to save for retirement by invest-
ing in a bond (or a mutual fund that offered the bond). Us-
ing the 5-year present value formula in Exhibir 1, if the
interest rate is eight percent (8%) and the bond promised
to pay $1,000 at the end of each year, one bond would cost
almost $4,000. The money to make the investment came
from salary or small business earnings, which is subject to
income tax. A traditional IRA allows the saver to immedi-
ately write-off the $4,000, eliminating tax on the left-hand
side of the present value formula; the $1,000 interest pay-
ments on the right-hand side will be taxed later. A Roth
IRA does not allow for an immediate write-off, so it taxes
the $4,000 on the left-hand side of the present value for-
mula; but the $1,000 interest payment will never be sub-
ject to income tax. A person that buys the bond without
using approved retirement saving procedures must pay in-
come tax on the $4,000 and the $1,000 payments—a

double tax on money used for saving.

Expensing operates just like a traditional IRA—for busi-
nesses. Expensing eliminates the double taxation of busi-

ness investment by allowing for an immediate income tax




write-off of the money used for investment.> A business
investment and the bond investment example described
above have the same finance fundamentals. Of course, there
are practical differences. The pay-off provisions of a bond
are set by contract. The pay-off provisions of a business
investment are risky and uncertain; businesspeople must

estimate them based on experience and expectations.

Expensing Removes Tax Bias: A Simple Example

The force of habit creates perhaps the biggest obstacle to
acknowledging the bias of double taxation. The common
way people think about the idea of income—encoded into
the income tax laws a century ago—forces them to see IRAs
and expensing as a grant of privilege rather than a libera-
tion from penalty.

A different type of example further reveals the penalty-re-
moval perspective of expensing. 7able 1 illustrates the cash
flow of a hypothetical $100,000 investment using two
different income tax rules for capital cost recovery—
straight-line depreciation and expensing. The example
assumes that the investment will generate $30,000 of free
cash flow (pre-tax income) per year for five years. The in-
come tax rate is seven percent (7%). 7Zable 1 also reports
the rate of return on the investment—the internal rate of
return, calculated using the present value formula in Exhibit
I—Dbased on the different rules.

Table 1
The Tax Implications of Depreciation versus
Expensing

Straight-Line

Depreciation Expensing

Tax After Tax After

NoTax Owed Tax Owed Tax

Investment  -100,000 0 -100,000 -7,000 -93,000
CF1 30,000 700 29,300 2,100 27,900
CF2 30,000 700 29,300 2,100 27,900
CF 3 30,000 700 29,300 2,100 27,900
CF 4 30,000 700 29,300 2,100 27,900
CF5 30,000 700 29,300 2,100 27,900
Rate of Return 15.24% 14.24% 15.24%

Note the different rates of return reported in 7zble 1. This
result captures the essence of the tax bias that results from
current income tax rules. The straight-line depreciation rule
results in a rate of return one percentage point lower than
the no-tax and expensing scenarios. This differential mea-
sures the penalty (double tax) on investment. The expens-

ing rule generates a rate of return equal to the no-tax

scenario; it generates income tax revenue for the government
but attains tax neutrality. (An investment tax credit equal
to seven percent (7%) has economic properties identical to

the expensing scenario.)

The expensing rule—full tax write-off of the investment in
the year in which the business makes it—attains tax neu-
trality because it does not tax the quantity on the left-hand
side of the equal sign defining the present value formula.
The straight-line depreciation rule (or any other deprecia-
tion rule that has guided U.S. income tax policy) permits

taxation on both sides of the present value formula.

Expensing expresses a policy consistent with a government
that wants to behave as an investment-driven silent part-
ner. Depreciation expresses a policy consistent with a gov-
ernment that wants to behave as a cash-hungry silent
>
partner. (Note that the government’s tax stream under the
expensing scenario generates a 15.24 percent rate of return,
a rate identical to the taxpayer’s, indicating a genuine part-

nership.)

Iable 1 illustrates this viewpoint in the “Investment” line.
The economic value of any income tax write-off is the write-
off amount times the tax rate ($100,000 x 7% = $7,000)—
the government’s participation in the investment. By not
taxing the investment amount—that is, by effectively reduc-
ing the after-tax cost of the investment in a manner consis-
tent with the taxation of future income—the expensing rule
preserves the no-tax pattern of costs and benefits. The de-
preciation rule, even though it results in a lower annual tax
liability, only crudely approximates the pattern of costs and
benefits.

As a practical matter, the economic elegance of the expens-
ing rule holds only if the taxpayer can realize the full ben-
efit of the write-off in the investment year. Under standard
administrative procedures related to deductions, this out-
come will not prevail if the taxpayer has an insufficient level
of taxable income in the investment year. However, in a
real-world scenario of uncertain cash flows and graduated
tax rates, providing for an unlimited carry-forward of un-
used deduction amounts offers a sound administrative so-

lution.

A Note on “Tax Expenditures”
Stanley S. Surrey, a U.S. Treasury official, coined the term
“tax expenditure” in the 1960s. He wanted to draw atten-

tion to the many elements of the U.S. tax code that simu-
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lated spending programs by reducing tax liabilities in ex-
change for engaging in specified economic activities. The
Kansas Department of Revenue produces an annual report
on Kansas tax expenditures.

The concept of tax expenditure is useful, but it can be mis-
applied. Many tax expenditure items in the income tax code
manifest themselves as items that pervert the tax base from
what people believe to be the proper definition of a com-
prehensive income tax base. The problem comes when
people define as a tax expenditure (special tax preference)
policy steps that correct the economically flawed concept
of income built into the traditional definition of a compre-
hensive income tax base. For example, many tax analysts
view the deductions allowed for contributions to individual
retirement accounts as tax expenditures; but they actually
represent the correct income tax treatment of saving. Like-
wise, many analysts will put the label of tax expenditure on
expensing, because it deviates from the historical practices
of capital cost recovery (see Appendix); but expensing (or
economically equivalent tax credits) represent the correct

income tax treatment of capital investment.

Here is an example relevant to Kansas. Kansas law grants a
10 percent investment tax credit to qualifying business tax-
payers. The Kansas Department of Revenue identifies this
credit as a tax expenditure. However, this identification is

only partially correct.

Removal of a penalty should not count as a privilege. The
expensing procedure eliminates a penalty—the inherent
double tax on capital investment. The top corporate tax
rate in Kansas is 7.35 percent (the top partnership and S-
Corporation rate is 6.45 percent). The value of a deduc-
tion is equal to the tax rate times the deduction, so expensing
is economically equivalent to a tax credit rate equal to a
taxpayer’s marginal tax rate. Accordingly, the tax expendi-
ture component of the Kansas investment tax credit equals
2.65 percent of the investment for corporations (3.55 per-
cent for partnerships and S-Corporations) not the full 10

percent.

Appendix: A Brief History of Tax-Related
Depreciation Accounting’

People have understood the income tax bias against saving
and investment for a long time. They have also understood
how certain capital cost recovery procedures (depreciation

rules) can either exacerbate or mitigate the bias. That the

problem has endured for decades in light of this understand-
ing offers a case study in how difficult it is to change com-

plex administrative systems once they begin.

The tax-bias problem started largely as a result of historical
accident, inexperience-based ignorance, and intellectual
fashion at the time lawmakers codified the U.S. income tax.
Kansas inherited the problem when it adopted the income
tax in 1933. The federal system had functioned for about
20 years by then. Like most states, Kansas piggybacked (and

continues to piggyback) on federal law.

Depreciation accounting, as a business practice, was not
widespread before the implementation of the income tax.
The advent of the income tax, which embraced the prac-
tice, helped codify it and accelerate its acceptance. This
history helps explain why business people largely accepted
the procedures promulgated by the Bureau of Internal Rev-
enue (now the Internal Revenue Service) without giving
much thought to the economic consequences of their ac-
tions. The income tax had operated for several decades
before savvy business managers began to keep at least two
sets of books—one for the tax authorities and one for busi-

ness decision-making.

Depreciation accounting generated a lot of controversy
among accountants during the latter half of the 19 cen-
tury. The theory and practice began developing in the 1830s
with the advent of capital-intensive industry—particularly
railroads and public utilities. In general, the controversy
pitted those practitioners committed to the age-old prac-
tice of realization (booking income or expenditures when
validated by an actual transaction) against those that wanted
to reckoned depreciation (wear and tear) as a bookkeeping
operation. From the viewpoint of income tax administra-
tion, the tax bias against business investment might have

not materialized if the realization side had prevailed.

The controversy over depreciation accounting generated a
few lawsuits that made it to the Supreme Court. The Court
decisions generally reflected the state of professional opin-
ion at the time the cases were heard. The Court rejected
the concept of depreciation accounting in cases heard in
1876 and 1878; opined that the concept deserved consid-
eration in a case heard in 1899; and acknowledged the con-
cept in a case heard in 1909. Somewhat coincidently, in
the same year, the concept became codified into U.S. tax
law with the Corporation Tax Act of 1909—the same year




that Congress submitted to the states for ratification the 16™
Amendment to the Constitution (which authorized an in-

come tax).

Depreciation accounting became a feature of the Tariff Act
of 1913—essentially, the beginning of the income tax in the
United States. The Revenue Act of 1918 specifically stipu-
lated, for the first time, that certain compliance proce-
dures—depreciation accounting among them—must

harmonize with generally accepted accounting procedures.

The authors of a 1989 U.S. Treasury study titled “A His-
tory of Federal Tax Depreciation Policy” nicely set up the
relevance of accounting protocols for the economics of in-

vestment:

Depreciation controversies have most often cen-
tered on the suitability of depreciable lives [of tan-
gible assets] and methods used by taxpayers. . . .
Originally, taxpayers were given considerable dis-
cretion in the choice of depreciable lives, asset sal-
vage values, and depreciation accounting methods.
However, this policy ultimately placed a costly
burden on the Bureau of Internal Revenue and tax-
payers to verify the “reasonableness” of the deduc-
tions taken. Over time, administrative and
statutory changes lessened this burden by creating
more uniform depreciation rules. Today, most
property is depreciated using a small number of
recovery periods established by statute; salvage
value is no longer a factor in the determination of
depreciation deductions for most property; and the
method of allocating deductions over recovery pe-
riods is prescribed by statute. Consequently, tax-
payer discretion with respect to tax depreciation has

been virtually eliminated.’

The creation of pre-defined rules and timetables may have
reduced compliance costs, but they created economic dis-
tortions. It undermined the fundamental precepts of de-
preciation accounting, which sought to accurately match
the time flow of wear and tear with income generation. The
arbitrary timetables altered the economic analysis of cash
flows. Expensing (sometimes referred to as cash-flow de-
preciation) represented a viable alternative that promised
even greater administrative simplification without the eco-

nomic distortions.

The federal government’s demand for tax revenue perhaps
best explains the motive responsible for codifying pre-de-
fined timetables—and promulgating the notion that expens-
ing (or other accelerated depreciation methods) represented
a tax preference rather than economically superior tax policy.
Making depreciation timetables longer, under the rationale
of better matching the “useful lives” of capital investments—
created a larger business income tax base in the short run.
The bias toward long depreciable lives became further en-
trenched when adherence to the pre-defined timetables be-
came a regular feature of income tax audits. The burden of
proof shifted to the taxpayer to demonstrate why a particular
capital asset did not fit into the prescribed timetable. Dis-
parities in administration—given auditor discretion—ex-

acerbated the tax-bias problems.

By the mid-1950s, a growing number of tax scholars, busi-
ness people, and lawmakers began to recognize the economic
problems with the existing tax depreciation methods.®
(Marginal tax rates of more than 50 percent made the prob-
lems much worse.) The legislative tendency was to grant
businesses more operational latitude and faster depreciation
methods. The Internal Revenue Code of 1954—the first
major re-write of the income tax code—explicitly allowed
for accelerated depreciation methods. The record shows that
lawmakers consciously intended for the 1954 changes to im-

prove the economics of investment.

Many sophisticated commentators began to argue that it
made no sense to keep the timetable depreciation methods
in place. Accelerated depreciation methods simply repre-
sented administratively complex measures to mitigate the
negative economics of an anachronistic (and mistaken) set
of rules. Expensing—100 percent acceleration of deprecia-
tion—offered the best economics (and the simplest admin-
istration). Economist Vernon L. Smith, native son of
Wichita, Kansas and 2002 Nobel Laureate in Economics,
argued in a scholarly journal in 1963:

The common practice is to permit capital costs to
be written off or depreciated over time in accor-
dance with some specified set of tax depreciation
rules. We will show that this practice leads to bias
in the form of investment decision rules different
from those prevailing in the absence of a tax, that
the bias is likely in the direction of delaying opti-

mal investment timing, and that such biases can be




removed by expensing investment outlays in the
computation of taxable income. . . .Our analysis
suggests that the write-offs should be fully acceler-
ated, not to give anyone an advantage, but to elimi-
nate an existing disadvantage in the sense that

investment decision rules are distorted.”

Yet lawmakers have never taken this compelling step. The
system has remained wedded to depreciation timetables that
will always produces some degree of distortion because of
the inherent double tax on investment. The year before
Smith published the findings quoted above, the Kennedy
Administration enacted the first of a seemingly never-end-
ing set of income tax reforms that have created complexity,
uncertainty, and often self-contradictory policies related to

investment.

The Revenue Act of 1962 liberalized depreciation rules and
enacted the first-ever investment tax credit. The Tax Re-
form Act of 1969 sought to improve the economics of the
depreciation rules on the one hand yet on the other hand
further enshrined accelerated depreciation as a tax prefer-
ence in the context of the Alternative Minimum Tax. The
Tax Reform Act of 1981 enacted an entirely new set of ac-
celerated depreciation measures, which were modified in
1982 and 1984. The Tax Reform Act of 1986 (such a sig-
nificant set of reforms that it created the Internal Revenue
Code of 1986) modified depreciation rules yet again and
terminated the ever-varying investment tax credit. Depre-
ciation issues surfaced again as a policy concern around
2000.* The only change to result from this concern was

“bonus depreciation,” enacted in 2002.

Throughout history, expensing as a universally applicable
cost recovery procedure has arisen as a logically consistent
alternative only in the context of radical tax reform. There
is one ad hoc exception—the (capped and limited) expens-
ing provisions for small businesses embodied in Section 179
of the Internal Revenue Code. Kansas law conforms to
Section 179.

Endnotes

1 For a detailed discussion of the issues involved, see Arthur
P. Hall, “Competing Concepts of Income and the Double
Taxation of Saving,” Technical Report 05-0926, Center for
Applied Economics, School of Business, University of
Kansas, September 2005. Available at: hrtep://
cae.business.ku.edu

2 Aresponsible discussion of expensing must address the issue
of the prevailing income tax deduction for interest expense.
Under a debt-finance scenario, using the present value
formula approach, one can see that the money used for
investment does not derive from (potentially) taxed earnings.
The interest deductions that come later reduce the level of
taxable cash flow generated by the investment. However,
the interest deduction argument does not address the
inherent double tax problem. Additionally, tax analysts
have always known that the interest deduction creates a
bias toward debt finance rather than equity finance.

3 This section draws liberally from: David W. Brazell, Lowell
Dworin, and Michael Walsh, “A History of Federal Tax
Depreciation Policy,” OTA Paper 64, Office of Tax Analysis,
U.S. Treasury Department, May 1989. Available at: hetp:/
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