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This is the memorandum on the
investment tax credit referred
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morning. As I understand it, no
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updating the memo. But an analysis
of the impact of this as opposed
to other forms of corporate taxation
is in preparation.
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April 4, 1966

TO: SUBJECT: Investment Tax Credit,

FROM: Daniel H. Brill

Attached is a memorandum on the investment tax credit

which describes the existing provision, summarizes available

statistics on corporate use of the credit, and raises some points

that would need to be considered if the credit were to be sus-

pended. The memorandum was prepared by Peter M. Keir, Chief,

and Eleanor J. Stockwell, Senior Economist of the Capital Markets

Section.
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The Investment Tax Credit

Considerable support has developed recently for

moderating the continued rapid rise in plant and equipment

expenditures by temporarily suspending the investment tax

credit. The objective of the suspension proposal is to

strike directly at the sector of private spending thought

to be contributing most extensively to overheating of the

economy. Since the credit was originally adopted in 1962

as a means of stimulating lagging business investment

outlays, the logic of removing it in 1966, when investment

spending appears to be over stimulated, is clear. However,

because economists generally anticipate a down-turn in

business capital spending at some point within the next 9

to 24 months, few are prepared to advocate more than a

temporary tax credit suspension.

On the face of it, the idea of manipulating the

tax credit goal as a means of furthering counter-cyclical

fiscal objectives seems attractive. But to be effective the

question of timing is obviously crucial. The need for

restraint on business capital outlays is immediate. If the

impact of a tax credit suspension were to take effect with

any appreciable lag, there might be serious risk that the

results of the action would become perverse, tending to

depress investment spending at the point when it should

again be stimulated.
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Unfortunately, given the extended time lag between

business investment decisions and start-up of new equipment,

together with the increasing tendency for corporate executives

to view their investment plans in fairly long-range perspective,

avoidance of lagged effects from any suspension of the tax

credit might be difficult. Because the tax credit was originally

adopted as a permanent part of the tax structure and is rather

complicated, it does not readily lend itself to precise off-

again-on-again manipulation. Given investments become eligible

for tax credit under the act only when the new equipment is

actually put into operation. Hence months and sometimes years

may elapse between the initial decision to spend and the actual

taking of the tax credit. Handling of this lag problem under

a suspension measure is difficult without sacrificing either

effectiveness or equity.

The memorandum which follows describes the major

provisions of the investment tax credit and the limited

statistical evidence available showing how the credit has

been used. With this technical review as background, it then

examines various possible approaches to suspension of the tax

credit raising the question whether any would appreciably

influence capital spending in 1966. Finally, the memorandum

explains briefly how a tax credit suspension might discriminate

against small business and why its likely effects on tax

revenues would be difficult to forecast.
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Major Features of the Tax Credit

The investment tax credit may be described in

general terms as permitting a credit against Federal income

taxes, equal to 7 per cent of qualifying investment.

Qualifying investment is defined in a special way.

It excludes, among other things, all buildings and their

structural components, as well as most short-lived equipment.—

Also, the equipment which does qualify becomes eligible for

the credit, not when ordered nor when reflected in capital

expenditures, but when "placed in operation". Thus the

amount of investment that becomes eligible for the credit

in a given year reflects project completions, which for

any one company may or may not bear any direct relation to

orders or expenditures for capital goods that year.

There is a ceiling on the amount of otherwise

2/
available credits which may be taken in a single year.

The portion that exceeds this ceiling may be carried back

three years (but not prior to 1962) or carried forward five

years, so long as the total amount of tax credit taken in

the earlier or later year does not exceed the ceiling for

that year. As will be shown later, the most recent data

1/ Qualified investment comprises the following
proportions of the cost of equipment, by useful life: 8
years or more, entire cost; 6-8 years, two thirds; 4-6 years,
one third; less than 4 years, none.

2/ The amount that may be taken in a particular
year is limited to the lesser of: the amount of tax
liability for that year; or $25,000 plus 25 per cent of
liability over $25,000.
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available (covering the tax year 1963) indicate that most

companies with qualifying investment that year earned tax

credits which exceeded their 1963 ceiling.

Statistics on corporate use of the investment tax credit 1/

The only published statistics relating to the

credit are those tabulated from income tax returns for 1962,

the year in which the investment tax credit provision was

enacted. Similar data for 1963 will be published shortly

and the Internal Revenue Service has made the figures

available to us for internal use. The table below shows

these 1962 and 1963 data.

Table 1

Corporate Investment Tax Credit—

(Billions of dollars)

Total cost of types of property eligible
for investment tax credit

Portion of above qualified for credit
Tentative investment tax credit
Carry-forwards
Total credits available
Portion of above actually used
Unused tax credit

1962

22.2
19.5
1.1
2/
1.1
.8
.3

1963

27.4
24.3
1.4
.3
1.7
1.1
.6

1/ All corporations other than small corporations
electing to be taxed through shareholders.

2/ Returns of corporations with fiscal years ending
January-June 1963 are included in the 1962 aggregates. Some of
these corporations could have had carry-forwards but the item was
not tabulated separate from current credits.

Source; Internal Revenue Service.
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As may be seen from this table, use of the investment

tax credit increased substantially from 1962 to 1963. However,

the 1962 figures, and hence the 1962-63 changes, are probably

subject to a significant reporting bias and should be used with

care.1/ The 1963 figures may be assumed to be much less affected

by this bias and thus represent the only firm data available out-

side of individual corporate reports.

The total cost of equipment reported as becoming

eligible for the investment tax credit in the tax year 1963

was $27.4 billion. This is a substantial figure. Though,

for the reason noted earlier, it cannot be matched against

outlays in 1963 or in any single year, some perspective on its

magnitude may be gained by noting that total corporate spending

on both plant and equipment in the years 1961 through 1963

ranged between $32 billion and $37 billion, according to Flow

of Funds estimates.

Investment "qualified" for credit totaled $24.3

billion in 1963 or about one-ninth less than the total cost

of eligible property, reflecting exclusion of part of the

cost of relatively short-lived equipment. Qualified investment

was also one-ninth smaller than total cost in 1962, which

suggests that the mix of equipment with different useful

1/ Data covering the first year's operations of a
new permissive tax provision are customarily influenced by the
fact that it takes time for taxpayers to begin taking advantage of
the new provision. The investment tax credit was probably no
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exception, particularly since, though it was applicable to
all of 1962 and had been expected since early in the year,
it was not actually enacted until fall. (A corporation need
be in no rush to calculate the tax benefits from a new
provision, since it can file an amended return later; infor-
mation in amended returns is not tabulated by Internal Revenue,)

The 1962-63 rise of $5 billion, or 23 per cent, in
the total cost of property reported as becoming eligible for
the credit far outstripped the $1.7 billion, 5 per cent, inc-
rease in total corporate outlays for plant and equipment.
To some extent this reflects the lumpiness with which outlays
over a period become eligible for the credit. But to an
unknown, probably considerable, extent the marked 1962-63
increases in eligible investment and tax credits thereon
reflect more complete reporting in the later year. The 20
per cent increase from 1962 to 1963 in the number of corp-
orations reporting eligible investment and claiming tentative
tax credits is consistent with this hypothesis.
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lives did not change on balance from one year to the next.

The tentative tax credit on this qualified investment

totaled $1.4 billion in 1963, and in both years was a

little over 5-1/2 per cent of qualified investment. (The

reason it was not 7 per cent is primarily because the credit

is only 3 per cent for utility property.)

Estimating investment eligible for tax credit in 1966

If some lagged relation between eligible investment

and capital expenditures could be developed, it would not be

difficult to derive up-to-date estimates for the first three

lines of Table 1. 1/ Since depreciation, like the investment

tax credit, is also based on property placed in operation,

someone at the Treasury may already have worked out schedules

for distributing the lag between spending and completions,

at least for total depreciable fixed assets, and it might

be feasible to adapt such schedules, perhaps with some heroic

assumptions, to trover equipment only.

In a period when outlays are rising as sharply as

they have been in recent years (Flow of Funds estimates

place corporate plant and equipment expenditures at $42.2

1/ A rough guess--not to be taken as a serious
estimate — for 1966 is that, in the absence of any change
in the investment tax credit provision, total cost of eligible
property might be $3G billion, with qualified investment at
just under $34 billion and tentative tax credit at $1.9 billion.
The figure for total cost is based on a set of quite arbitrary
assumptions that happen to produce the right figure when used
for 1963; equipment outlays equal to three-fourths of total
plant and equipment spending; eligible investment comprising
one-fifth of 1964 equipment outlays, two-fifths of 1965, and
two-fifths of 1966 (the latter derived from the Board's recent
projection). The other two items are derived by using the
relationships for 1962 and 1963.
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billion in 1964, $49.3 billion in 1965 and a projected $57.4

billion in 1966), some notion of the lag between outlays and

completions is essential to any reliable estimate of the

volume of property likely to become eligible for the credit

in a given year. And such a reliable estimate would in turn

seem essential to any serious consideration of suspending

the credit.

Knowledge, or expert opinion, about the lags would

be equally important in another way. Two of the troublesome

areas with which a suspension measure would have to deal

are what to do about investment already underway at the

start of the year, and what to do about imminent projects

scheduled for completion in 1967 or later. How much attention

would need to be given to these spillovers, in drafting a

suspension measure, would greatly depend on how large they

are. Data collected in conjunction with the Commerce-SEC

plant and equipment survey provide some evidence for manufacturers

and public utilities, though the figures cover plant as well

as equipment and do not indicate the time period required to

complete the in-process investment.
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Table 2

Plant and Equipment Expenditures:

Inventory of Uncompleted Projects

(Billions of dollars)

Remaining cost of projects underway
at start of year

Plus: estimated total cost of new
projects started during year

Less: remaining cost of projects
uncompleted at end of year

Equals: outlays during year

Remaining cost of projects underway
at start of year

Plus: estimated total cost of new
projects started during year

Less: remaining cost of projects
uncompleted at end of year

Equals: outlays during year

1964 1965 1966
Manufacturers

9.0

22.2

12.6
18.6

12.6

26.7

16.9
22.5

16.9

26.8 (antic.)

Public Utilities

5.4

6.4

5.6
6.2

5.6

9.3

8.0
6.9

8.0

8.0 (antic.)

Source: Commerce-SEC.
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If the general impression given by the figures in Table 2

is correct, then spillovers from one year to one or more later

years have been large indeed, and they have grown much faster than

total outlays. The kind of breakdown one would like to have, and

which estimates of average completion times would permit, is not the

one shown in the table but one which would separate total spending

each year into: funds spent to complete old projects; funds spent on

new-projects completed during the year; and funds spent on new

projects still uncompleted at year-end. The figures shown in the

table strongly suggest that such a breakdown would show the first

and third categories each accounting for a significant share of annual

outlays. In other words, it seems reasonable to assume that the

spillovers are large enough to worry about.

Alternative approaches to tax credit suspension

The feature of the existing tax credit provision which

creates difficulties in timing the impact of a suspension is the

fact that investments become eligible for the credit when they are

placed in operation. For this reason, if the suspension were

accomplished simply by denying the credit to all investments which

would normally have qualified for it in 1966, most such investments

would already be well underway and many would be so near completion

that planned spending would be little affected. This approach to

suspension would be more likely to have a significant impact on

current investment spending if projects placed in operation

beyond 1966 were also covered by the suspension measure. Even so,
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because time lags between investment plans and project completions

are varied, the effects of such a measure on spending would be

difficult to predict and might very well occur mostly after 1966.

To provide a more direct restraint on current business

capital outlays, the suspension measure might be drafted to apply

to the outlays themselves, rather than to completions. This could

be accomplished if the investment spending undertaken during 1966

(or some more precisely designated period) were declared ineligible

for the tax credit; that is, at future dates when "qualified"

investment projects were placed in operation, any part of the project

paid for within the 1966 suspension period would have to be deducted

from the total eligible for the tax credit.

The effectiveness of even this more direct application of

the tax credit suspension might still be blunted, since much of the

spending undertaken in 1966 would represent an extension of projects

already underway, on which spending commitments had already been

made. Postponement or cancellation of such outlays might, therefore,

be more costly than the added burden of the tax credit suspension

itself.

To make the impact of the tax credit suspension more

timely, the measure might be drafted to apply directly to new

orders of capital goods in the designated suspension period, rather

than to either equipment outlays or completions. Under this approach

the cost of any new equipment ordered in 1966 (or whatever suspension
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period were designated) would be ineligible for inclusion in the

cost of subsequently completed projects, otherwise eligible for

the tax credit. At the new order stage of the investment process

businessmen would clearly have more flexibility to cancel or post-

pone planned outlays. Hence their response to this form of the

suspension measure might be more immediate. Moreover, the general

criticism that suspension would add unexpectedly (and inequitably)

to the cost of investment projects originally undertaken on the

assumption that they would be eligible for the tax credit, would be

less serious than in the cases where the suspension applied to outlays

and completions.

At the same time, changing the existing definitions of

qualified investment, for the duration of the suspension period, might

mean exchanging one set of practical problems for another. New orders,

or even outlays, have some advantages over completions as a base for

suspending the credit, but use of either of them would both delay

the drafting and passage of a suspension measure and complicate

business record-keeping.

Projection of impact on spending

Any estimate of the extent to which 1966 business capital

outlays would be reduced by a suspension of the investment tax

credit would be highly tenuous (whatever the approach followed).

Implicit in the recommendation that the tax credit should be suspended
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is the presumption that it has provided an important stimulus to

investment outlays since its adoption in 1962. Certainly the

record shows an impressive build-up in investment outlays since

that date, but it is difiicult [difficult] to weigh the relative importance of

the tax credit within the total complex of factors stimulating

growth of investment spending over this period. Economic activity,

corporate cash flow, and corporate profits (before-tax) have all

been high over the period, and other changes in Federal tax measures

have also provided added incentives to capital expension.

Without any clear measure of the investment stimulus

provided by the tax credit and with very little systematic knowledge

of the way in which corporate decision-makers view the credit, it

is difficult to say how much its withdrawal would in fact affect

capital outlays. Add to this the many uncertainties about the timing

of whatever spending effects might be induced, and it becomes clear

why those most familiar with the technical provisions of the tax

credit statute seem to prefer other more traditional ways of raising

taxes at the present juncture.

The tax credit and small business

In addition to questions about the aggregate impact and

timing of a tax credit suspension on capital outlays, the available

evidence suggests that suspension might hit the outlays of small

business harder than those of large enterprises—creating a sensitive

political issue which could easily delay passage of any suggested
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suspension measure. The investment tax credit has been used exten-

sively by small corporations and, with their limited access to long-

term funds, their investment is probably much more dependent on

availability of the credit than is the case for large corporations.

The only investment credit data available by size of cor-

poration are for the item on total investment cost. As might be

expected, such data show that all but a small fraction of total

cost represented investment by large corporations. However, infor-

mation on the number of corporations reporting such investment and

the number actually receiving tax credits indicates that, at least

in 1962 and 1963, the provision was used extensively by small

corporations.

Of the 1.2 million corporations that filed Federal income

tax returns in 1963, only about 75 thousand had total assets of $1

million or more. But 403 thousand corporations claimed tentative

tax credits on investment which became eligible that year. Again,

720 thousand corporations filing tax returns in 1963 reported having

net income. Of those, only about 60 thousand had total assets of

$1 million or more. But the number that were able to take tax credits

that year totaled 295 thousand.

Other evidence that hundreds of thousands of small cor-

porations must have received benefits from the investment tax credit

provision lies in the average size of eligible investment and of tax

credits. Such averages may be calculated, on an all-industry basis, for
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all but one of the items in Table 1, and for one item-credits

actually used — averages may be calculated by industry. The

figures are shown in the table below. Note that the average

amounts are expressed in dollars.

Small as the average amounts are, they are still greatly

influenced by the figures for a few very large companies. If we

exclude, from the number, all 691 corporations with assets of $250

million and over and, from the figures on total cost, the amounts

shown for this size class, the average for the remaining companies

is reduced from $68 thousand to $34 thousand. Perhaps any measure

to suspend the tax credit ought to apply only to investment above

a certain minimum.

Table 3

Average Size of Investment Tax Credit Items, 1963

All industries

Total cost of types of property eligible
for investment tax credit

Portion of above qualified for credit
Tentative investment tax credit
Carry-forwards
Credits actually used
Unused tax credit

Credits used, by industry

Agriculture
Mining
Construction
Manufacturing
Transp., comm., pub. util.
Trade
Finance
Service

Other than transp. etc.

Number
cos.

(thous.)

403
403
403
75
295
322

5
3
23
69
16
104
43
33

279

Average
• amount

(dollars)

67,903
60,301
3,503
4,111
3,750
1,943

946
8,613
1,066
8,320
20,793

767
883
925

2,776

Source — Internal Revenue Service.
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Used and unused tax credits

Whatever benefit to Federal tax revenues would result

from suspending the tax credit would come as a by-product and

would not be a major consideration in developing the suspension

measure. Also, it is generally assumed that the investment credit

influences business decisions not through increasing cash flow but

through reducing the cost of equipment, and that its stimulating

influence is reduced only a little if the existence of unused

credits means that the cost saving on a new project would not be

recovered for some time. Since the tax revenue effect is not

entirely unimportant, however, and since some may assume that it

can be readily calculated from alternative assumptions about the

level of eligible investment, it may be worthwhile to summarize

what is and what is not known about the extent to which credits

actually used have fallen short of credits earned.

It seems likely that the carry-back and carry-forward

provisions were intended to cover special situations and that the

amounts involved were not expected to be large. However, more

than one-fourth of the tentative credits shown in 1962 tax return

tabulations exceeded the company's ceiling and had to be carried

forward for use in later years. In 1963, corporations reported

$1.4 billion of tentative credits and an additional $.3 billion

carried forward from 1962. Of this $1.7 billion total claimed in

1963, $.6 billion could not be used that year. Data are not
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available to show whether any significant portion of the unused

credits shown in 1963 tax returns did not need to be carried

forward to future years but could be taken by amending the 1962

return. Nor is there any way of judging, from the available data.

whether unused credits may have become increasingly large, or

whether they may in fact have declined, by the end of 1965.

The number of corporations that reported unused credits

in their 1963 tax returns is surprisingly large. As was noted

previously, 1.2 million corporations filed income tax returns

that year; 403 thousand of them claimed tentative investment tax

credits and 75 thousand reported carry-forwards from 1962 (the

extent of double-counting is not known). Of these 403-475 thousand

corporations, 322 thousand reported that the credits to which they

were entitled exceeded their 1963 ceiling.

If a sizable proportion of corporations continued to

pile up unused credits in 1964 and 1965, and if most such credits

had to be carried forward (i.e., could not be carried back to

earlier years), then a rather large proportion of the tax credits

which would be usable in 1966 would represent carry-forwards,

and suspension of the credit (or more accurately, suspension or

restriction of eligibility for the credit) might add relatively

little this year to Federal tax revenues. On the other hand, if

most corporations with unused credits in 1964 or 1965 had leeway

under their ceilings for earlier years, unused credits carried

forward into 1966 could be quite moderate, and suspension of the

tax credit could produce a significant volume of additional tax

revenue.
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