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Senate Finance Committee Chairman Max Baucus (D-Mont.) Nov. 21 released the third in a series of staff
discussion drafts on tax reform; this draft focuses on cost recovery and tax accounting provisions, and would
largely repeal or curtail benefits from certain current-law tax provisions.

Federal revenue estimated to be raised by these base broadeners is intended to be dedicated toward tax rate
reduction of an unspecified amount.

Perhaps the most significant proposal in the discussion
draft would repeal the modified accelerated cost recovery
system (MACRS) and alternative depreciation system
(ADS) of Internal Revenue Code Section 168 and replace
them with the pooled asset cost recovery system

(PACRS). 1

1 Pronounced “Pacers” by basketball fans, “Packers” by football fans and “Pakers” by tax historians
who see the system as the successor to ACRS and MACRS.

The fact that the staff discussion draft proposes to repeal MACRS shouldn't be surprising. Policy makers
interested in tax reform have long expressed the desire to lower the current tax rates (particularly the
corporate tax rate) and to offset the revenues forgone by rate reduction by broadening the tax base,

principally by eliminating certain tax expenditures. 2 The use of accelerated depreciation is the largest

domestic business tax expenditure, 3 and it is difficult to contemplate significant rate reduction without at
least considering some depreciation changes.

2 The extent to which MACRS represents a tax expenditure is a matter of some debate. Tax
expenditures generally are defined as the tax benefit provided to a particular item under the Internal
Revenue Code versus the treatment that would be accorded to the item under a normative tax
system (which would assume economic depreciation). The staff of Joint Committee on Taxation (JCT)
treats the difference between the depreciation allowances claimed under MACRS and the allowances
provided under ADS as a tax expenditure. MACRS generally provides depreciation allowances that
are faster than those that would be provided under economic depreciation (but try telling that to
someone with a 5-year-old computer). However, it isn't clear that ADS accurately measures
economic depreciation. See Joint Committee on Taxation, Estimates of Federal Tax Expenditures for



Depreciation for MACRS property generally
is determined on an item-by-item basis.

Fiscal Years 2012-2017 (JCS-1-13), Feb. 1, 2013, p. 7.

3 The JCT staff estimates that the use of MACRS reduced corporate tax receipts in fiscal year 2012
alone by approximately $24 billion, even after taking into account the effects of depreciation in prior
years, and not including the costs of various cost recovery regimes that provide full or partial
expensing (such as I.R.C. Section 179).

What is somewhat novel is that the discussion draft goes beyond merely repealing MACRS and replacing it
with a similar, but less beneficial regime (such as ADS). Rather, the draft introduces PACRS, a depreciation
system that sorts individual assets into specified property pools and calculates the allowance for depreciation

based on specified depreciation rates applied to the pool balances. 4

4 The pooling concept underlying PACRS is neither new nor unique. Depreciation for federal income
tax purposes was computed using multiple asset accounts before 1971, and mass asset accounting
is available under limited (and generally unfavorable) circumstances under present law. Other
countries, including significant trading partners (e.g., Canada and the United Kingdom), utilize
pooling systems similar to PACRS.

The purpose of this article is to describe the principal (or at least interesting) features of PACRS as proposed
in the discussion draft, to highlight some of the differences with current-law depreciation rules and to provide
some initial observations regarding the proposal.

Current Law Primer
But first, a refresher regarding current depreciation rules; readers already familiar with MACRS are well
advised to skip this section.

The depreciation deductions for most tangible property placed in service after 1986 are determined under
I.R.C. Section 168. Under MACRS, property is assigned to various recovery periods (i.e., useful lives) and each
recovery period is assigned a recovery method (i.e., a depreciation method). The recovery periods are three,
five, seven, 10, 15, 25, 27.5, 39 and 50 years. The recovery methods are the 200 percent declining balance
method (for three-, five-, seven- and 10-year property), the 150 percent declining balance method (for most
15- and 20-year property, certain property used in farming and property for which the taxpayer elects) and
the straight-line method (for all other property, generally buildings and certain other long-lived property). The
MACRS accelerated methods switch to straight-line depreciation at the point in the recovery period that
maximizes depreciation deductions.

Property is assigned to a MACRS recovery period in one of
two ways. I.R.C. Section 168 directly assigns certain
property to a specific recovery period. Most other
property is assigned to a recovery period based on the

property's “class life.” Class lives for most assets are listed in Revenue Procedure 87-56, 5 and generally were

developed by the Treasury Department pursuant to studies conducted in the mid-20th century. 6 Certain
types of property (such as office equipment) are assigned class lives regardless of the industry in which they
are used. Most types of property, however, are assigned class lives based on industry classifications.

5 1987-2 C.B. 674.

6 For a brief history of tax depreciation, see U.S. Department of the Treasury, “Report to the
Congress on Depreciation Recovery Periods and Methods” (Treasury Study), July 2000, chapter 6.

MACRS contains conventions that specify when during the year an asset is deemed placed in service or
subject to disposition. For most tangible personal property, depreciation begins (and ends) in the middle of
the taxable year of its acquisition (or disposition). A mid-month convention applies to real property. Present-
law placed-in-service conventions spread the cost of MACRS property over one additional taxable year than
indicated by the recovery period (e.g., five-year property is recovered over six taxable years).

In addition, MACRS assumes that the salvage value of property is zero, allowing the entire cost of the
property to be depreciated over the recovery period.

Depreciation for MACRS property generally is determined on an item-by-item basis. In certain limited
instances, special rules allow taxpayers to depreciate all property with the same recovery period and of the
same vintage as one asset in a general asset account.



Section 168 also provides the ADS for property used outside the United States, tax-exempt use property, tax-
exempt bond-financed property and certain imported property. It also may be elected by other taxpayers and
is used to calculate corporate earnings and profits. The ADS generally uses the straight-line method and
longer recovery periods (generally, the property's class life) than regular MACRS and therefore is less
beneficial to the taxpayer than regular MACRS.

The New Regime
Selecting Pools and Applicable Rates

The staff discussion draft eliminates the asset-by-asset accounting regime of MACRS, and replaces it with a

pooling system (PACRS). 7 Under PACRS, most tangible property is classified as “pooled property” or

“straight-line property.” 8 Pooled property is sorted into four separate pools, and an applicable rate is
assigned to each pool. The four applicable rates are 38 percent, 18 percent, 12 percent and 5 percent for
Pools 1 through 4, respectively. The depreciation deduction for the year is determined by multiplying the

applicable rate by the balance in the pool at year-end. 9

7 Another provision in the staff discussion draft increases the amount allowed to be expensed under
Section 179 to $1 million, so taxpayers with sufficiently small annual capital investment may elect to
stop reading about PACRS here.

8 As under MACRS, PACRS wouldn't apply to certain property (namely, motion picture films,
videotapes and sound recordings) generally subject to the income forecast method of I.R.C. Section
167(g). Another section of the staff discussion draft would modify the income forecast method.

9 The difference in depreciation patterns under PACRS relative to current law isn't apparent until one
“does the math.” Consider the effect on the business asset most ubiquitous for many during this
holiday season—the light general-purpose delivery truck. Under present law, it has a MACRS
recovery period of five years and is subject to the double declining balance method. As result, 50
percent of its cost is recovered within two taxable years and 90 percent within four and one-half
years. Under ADS, which uses the straight-line method over the same five-year recovery period, 50
percent of a truck's cost is recovered after three taxable years and 90 percent after five years. Under
PACRS, trucks are assigned to Pool 2, which has an 18 percent applicable rate, somewhat
comparable to the ADS rate of 20 percent. But because the PACRS applicable rate applies to a
declining balance, 50 percent of the truck's cost isn't recovered until the fourth year, and 90 percent
until the 12th year.

How PACRS affects the depreciation schedules for the 126 other types of pooled assets relative to
MACRS, ADS or some other PACRS asset is beyond the scope of this article and the mathematical
patience of the author.

The staff discussion draft lists 126 types of property currently subject to MACRS (and off-the-shelf computer
software currently subject to 36-month amortization) and sorts them into the four pools. Property generally
was assigned to one of the four pools based on its specific rates of decline (“economic depreciation”) as
determined by the U.S. Bureau of Economic Analysis (BEA), an agency of the Department of Commerce, and

in consultation with the staffs of the JCT and the Congressional Budget Office (CBO). 10

10 See, Letter from Douglas W. Elmendorf, director of the Congressional Budget Office, to Senate
Finance Committee Chairman Max Baucus, Nov. 21, 2013 (CBO letter).

Pool 1 includes property with a BEA economic depreciation rate of 20 percent or more; Pool 2 economic
depreciation rates range from 12 percent to less than 20 percent; Pool 3 economic depreciation rates range

from 6 percent to less than 12 percent; and Pool 4 economic depreciation rates are less than 6 percent. 11

11 The Senate Finance Committee summary and explanation that accompanied the release of the
discussion draft (SFC summary) indicates that two types of property—assets other than vessels used
in water transportation (including land improvements) and assets used in electricity transmission
and distribution—were assigned to Pool 4 rather than Pool 3 despite their BEA economic depreciation
rate so as to be grouped with other similar property.

The applicable rates for each pool then were determined by the CBO by taking the weighted average of the
various BEA economic depreciation rates for the properties assigned to the pool, adjusting the rates for

inflation 12 and a half-year convention, and rounding the result to the nearest whole number. 13



12 One of the rationales proffered in support of the accelerated deductions available under regular
MACRS is the effect of inflation on cost recovery. See Treasury Study at pp. 49-56.

13 According to CBO, the adjustment for inflation (at an assumed 2.18 percent over the 10-year
baseline) is necessary because the BEA economic depreciation rates don't take inflation into account
and, without an adjustment, BEA's rates would understate the value of future deductions,
particularly for longer-lived assets.

Further, the BEA rates assume that all property is placed in service at the beginning of the year. This
assumption is contrary to actual experience, and most tax depreciation systems either begin
depreciation when property actually is placed in service or based on some averaging convention (as
in the case of MACRS). CBO reduced the BEA economic depreciation rates to account for a half-year
convention.

The combination of these two adjustments increased the weighted average BEA rates by 1.03
percent for Pool 1, 20.10 percent for Pool 2, 25.62 percent for Pool 3 and 33.33 percent for Pool 4.
The pattern of these rate increases demonstrates the increased importance of the inflation factor and
decreased importance of the half-year convention over time.

Observations:

The selection of the number of pools and the sorting of property in the prescribed pools represent some
interesting policy choices. The determination of the applicable rates for each pool largely is a mechanical
exercise derived from these policy choices. On the one hand, one could argue that pooling based on BEA
estimates of economic depreciation should simplify depreciation calculations and recordkeeping, result in a
better measurement of economic income for tax purposes, distance the current depreciation system from its
ties to Treasury depreciation studies conducted more than a half-century ago and help make tax

considerations neutral with respect to investment decisions. 14

14 It is beyond the scope of this article to discuss whether, as a policy choice, it is appropriate to
adjust the capital formation incentives represented by MACRS in pursuit of these goals and in the
quest to lower tax rates, or, for that matter, to pursue more pro-investment policies such as partial
or full expensing. The SFC summary recognizes that MACRS provides certain investment incentives,
indicates that the discussion draft isn't intended to address incentives for activities such as
innovation, energy production and manufacturing, and asks for comments in these areas.
Undoubtedly and appropriately, much effort will be expended, many trees will be felled and much ink
will be spilled over the coming months in response to this request on these and related issues.

On the other hand, creating four discrete pools involves line drawing and creates cliffs and plateaus. 15 One
could perhaps better achieve the last three perceived benefits described in the previous paragraph by simply
calculating tax depreciation based on the BEA economic depreciation rates as adjusted by CBO. However, this
increased accuracy would lead to at least 127 pools, with increased tax administrative costs, could give rise to
disputes between the taxpayers and the Internal Revenue Service as to the proper characterization of
property and could thrust a new government agency (the BEA) into the tax business.

15 The operation of the “cliff and plateau effects” is worth noting. For example, consider Pool 2;
under the draft, property in the pool has an economic depreciation rate of at least 12 percent and
less than 20 percent. The 18 percent applicable rate for Pool 2 is determined based on the adjusted
weighted average of all the properties assigned to the pool as defined by these rates (a plateau). If
instead, the pool was defined as property having economic depreciation rates of more than 12
percent and less than 20 percent, property with a BEA economic depreciation rate of exactly 12
percent (the proverbial “last man in the pool”) would fall out of Pool 2 and into Pool 3 (a cliff). This
would have three effects. First, the applicable rate of the “exactly 12 percent property” would
decrease from the Pool 2 rate (initially, 18 percent) to the lower Pool 3 rate (initially, 12 percent).
Second, moving such property would increase the weighted averages for the other properties in both
Pool 2 and Pool 3 and increase the applicable rates of both pools (subject to rounding). Thus,
determining a boundary for a pool has consequences to all property in the pools that share the
boundary, most significantly for the property that is on the boundary.

Calculating Pool Balances

Determining the amount in the pool is a rather straightforward process. The beginning balance for a pool is
the adjusted basis of any property held by the taxpayer as of the first day of the taxable year that the
taxpayer must establish the pool, increased by any such pooled property placed in service during the taxable
year and any other capitalized costs for additions or improvements related to such pooled property. The
balance is reduced by prior depreciation computed for the pool under PACRS, the amount of reduction



Assets lose their individual identities in the
murky depths of the pool.

required pursuant to discharge of indebtedness and the gross proceeds from the disposition or transfer during
the taxable year of any asset assigned to the pool.

If the taxpayer has a negative pool balance at year-end, such amount is taken into income as I.R.C. Section
1245 gain. A negative balance could occur if the taxpayer realizes sufficient proceeds from the sale of pooled
property during the year.

Observations:

Assets lose their individual identities in the murky depths of the pool. This loss of identity makes it difficult to
determine the adjusted basis of a pooled asset and, accordingly, the amount of gain or loss on its disposition.
16 Amounts realized on transfers of pool property are accounted for by adjusting pool balances, appropriately

spreading the effect of the transaction throughout the pool. 17 The discussion draft largely leaves it to
Treasury to determine the appropriate results in other areas where adjusted basis is important (i.e.,
substituted or carryover basis transactions).

16 To the extent PACRS accurately replicates the economic decline in the value of an asset (as
hoped), there may be less amounts of gain or loss to be taken into account. The elimination of
deductions for early retirements, however, may be problematic.

17 In certain perhaps suspicious instances (transfers to a related party or a tax shelter, or a sale-
leaseback) or certain less suspicious transactions (a charitable contribution), the taxpayer may be
required to recompute the adjusted basis of the transferred property.

The discussion draft proposal applies to property placed in service before the effective date. Almost all
depreciation changes, including the enactment of MACRS in the Tax Reform Act of 1986, applied to property
placed in service after the effective date, often with liberal transition rules that reflected a financial
commitment to acquire certain property before such date. Applying the new rules to existing property will

eliminate any “lock-out” effect, 18 obviate the need for anti-churning rules and make tax administration

simpler by having fewer sets of rules going forward. 19 However, to the extent PACRS slows cost recovery
relative to MACRS for any particular asset, affected taxpayers may be disappointed (to say the least) by the

change of assumptions underlying their original investment, 20 particularly with respect to transactions (such
as leases) where the MACRS benefits were shared by the parties to the transactions.

18 That is, a taxpayer wouldn't have an incentive to hold on to older MACRS property merely
because replacing it with newer property PACRS could subject the investment to a less beneficial
cost recovery regime.

19 At this point, most tax economists will chime in with the axiom regarding the efficiencies of
rewarding new capital at the expense of old capital. Tax attorneys generally respond with notions of
fairness. And so it goes.

20 Duly noted in the SFC summary.

It is unclear how much additional revenue applying

PACRS to existing assets raises. 21 For existing property
assigned to Pools 1, 2 and 3, much of the adjusted basis
carried over to the pools will be recovered in the 10 fiscal

years beginning with the year of enactment, resulting in relatively little net revenue gain for the fisc over the
budget window. In addition, the adjusted basis of pooled property subject to the transition rule may be
relatively low given the availability of bonus depreciation in prior years, further reducing any potential revenue
gain from the transition rule.

21 Revenue raised from the transition rules may be a lesser concern. The SFC summary indicates
that the tax reform proposals, coupled with rate reduction, are intended to be revenue neutral over
the long term (i.e., in a steady state). Any revenue raised from the transition rules would be a “one-
time” benefit and presumably couldn't be dedicated to rate reduction under this principle.

Finally, commenters fond of Zeno's paradox 22 may observe that applying a constant applicable rate to a
declining balance of an asset pool means that the entire cost of a particular piece of property in the pool is

never fully recovered. 23 Although mathematically correct, this criticism is somewhat misplaced. The pre-1981
depreciation systems had similar issues in the guise of “salvage value” that wasn't depreciable; the discussion



draft allows any account balance of less than $1,000 (or where a taxpayer no longer owns any assets in the
pool) to be deducted immediately so that the taxpayer's pool won't endure indefinitely, and in any event, the
amount of otherwise “remaining basis” at the tail end of the effective recovery period of a pooled asset may
be relatively small.

22 The uninformed reader will have to look it up.

23 MACRS, which also relies on declining balances to compute depreciation allowances, solves this
“problem” by switching to the straight-line method at the point that optimizes depreciation. Mid-
stream switches to straight-line depreciation are possible under cost recovery systems that utilize
asset-by-asset or vintage accounting, but not under PACRS.

Real Property

The cost of certain tangible property not assigned to any of the four pools is recovered ratably over a 43-year

period beginning in the mid-point of the month the property is placed in service. 24 Property assigned to the
43-year life (PACRS real property) includes residential rental property, nonresidential real property and certain

production properties that inherently include structures. 25 As under present law, depreciation on PACRS real
property is determined on an asset-by-asset basis.

24 In addition, PACRS treats personal-use passenger automobiles as straight-line property
depreciated over five years subject to certain limitations. A discussion of the treatment of such
vehicles and other listed property and the conversion of business property to personal use is beyond
the scope of this article.

25 These latter assets include farm buildings and single purpose agricultural and horticultural
structures, railroad structures, telephone central office buildings, electric utility hydraulic, nuclear,
steam and combustion turbine production plants, gas utility manufactured gas and substitute natural
gas plants, substitute natural gas-coal gasification, natural gas production and liquefied natural gas
plants, waste water reduction and municipal wastewater treatment plants, and qualified second
generation biofuel plants (collectively, “production property” for this discussion).

CBO determined 43 years to be the recovery period needed under the straight-line method that would
generate the same present value (using a 5.01 percent real discount rate) of depreciation deductions for real
property as would applying the average economic depreciation rate, adjusted for inflation.

Similar to the transition rule for pooled property, a taxpayer with PACRS real property in existence in the first
taxable year beginning on or after Jan. 1, 2015, must depreciate the adjusted basis of such property over 43
years less the amount of taxable years the property has already been depreciated.

Observations:

The rules for PACRS real property more closely resemble those for MACRS than the proposed rules for PACRS
pooled property. The most significant difference from MACRS is the lengthening of the depreciable lives. Under
MACRS, residential rental property is recovered over 27.5 years and nonresidential real property is recovered
over 39 years on a straight-line basis. The other production properties classified as PACRS real property have
present-law recovery periods ranging from seven to 20 years, and are recovered with declining balance
methods. Neither the SFC staff documents nor the CBO letter discuss in detail the analytics (i.e., the BEA
economic depreciation rates) for placing these latter assets in the real property class.

Because PACRS real property is subject to straight-line depreciation, pooling isn't possible and such property

must be accounted for on an asset-by-asset basis, eliminating the main PACRS simplification benefits. 26

Similarly, subsequent additions and improvements with respect to PACRS real property that are subject to
capitalization are treated as separate assets, requiring a determination of placed-in-service dates and an

establishment of new 43-year amortization schedules. 27

26 It would be a relatively easy mathematical exercise to convert the 43-year straight-line method
to an applicable rate if pooling were desired.

27 Another section of the discussion draft would allow a taxpayer to elect to treat property as placed
in service in a manner consistent with the taxpayer's financial accounting treatment. Nonetheless,
some consideration should be given to providing a midyear or similar convention for subsequent
property additions and improvements to real property for simplification reasons.



Treasury traditionally has had substantial
authority in the development of cost

recovery systems.

On the other hand, it may not be difficult to account for PACRS real property on an item-by-item basis, as
most taxpayers don't have multiple pieces of such property. In addition, the mechanics of pooling would
eliminate the ability for a taxpayer to claim a capital gain (i.e., a sale price in excess of original cost) on the

disposition of such property. 28 Capital gains are rare for depreciable tangible personal property but are
somewhat common for real property.

28 Assuming that the designation as a capital gain or loss is still relevant after tax reform.

The application of the transition rule to PACRS real property has significant effects. First, the recovery periods
are lengthened, and significantly so for the production properties with relatively short MACRS recovery
periods. Second, because the PACRS real property isn't pooled, there are few simplification benefits from the
transition rule. Finally, there may be significant revenue generated by the transition rule as applied to PACRS
real property because the remaining 43-year life likely results in cost recovery deductions being “pushed”

outside the 10-year budget window, and much of this property wasn't eligible for bonus depreciation. 29

29 But see footnote 21.

Interestingly, there may be some limited benefits under the PACRS real property transition rule compared to
the pooled property transition rule. The PACRS real property transition rule recovers the adjusted basis of
applicable property as of the effective date over a period of 43 years less the number of years since the
property was placed in service. The pooled property transition rule simply treats such adjusted basis as new
pooled property, with no credit for prior years. Thus, in limited instances, the adjusted basis of production
property (much of which resembles Pool 4 property) may be recovered more rapidly under the PACRS real
property transition rule than under the pooled property transition rule.

Single Depreciation Regime

The discussion draft proposes to substitute PACRS for not only “regular depreciation” under MACRS, but also
for the ADS and depreciation rules for calculating alternative minimum taxable income and earnings and
profits.

Under present law, ADS applies to property used outside the United States, tax-exempt use property, tax-
exempt bond-financed property and certain imported property. It also may be elected by taxpayers in lieu of
the regular MACRS and is used to calculate corporate earnings and profits. ADS generally uses the straight-
line method over the property's class life, and recovers costs slower than regular MACRS.

Under the alternative minimum tax (AMT), depreciation for tangible personal property placed in service after
1986 and before 1999 is calculated under ADS. For property placed in service after 1998, AMT depreciation for
such property is computed using MACRS recovery periods and the 150 percent declining balance method.

Observations:

The applications of different depreciation regimes for different purposes under present law are supported by
various rationales. The theory was that ADS generally was considered to be a better measure of economic

income than regular MACRS, 30 and thus its use in calculating earnings and profits and alternative minimum
taxable income (before 1998).

30 This is a matter of some debate, particularly given that ADS doesn't reflect the effects of inflation.
See Treasury Study, ch. 5.

Under the same theory, policy makers considered regular
MACRS to be accelerated relative to economic
depreciation, and thus a tax preference. As such, the use
of regular MACRS was inappropriate in cases where some
other tax benefit was present (e.g., property was used by

a tax-exempt person or was financed with tax-exempt debt). To the extent regular MACRS acted as an
investment incentive, policy makers decided to limit its use to domestic activity. In some cases, certain
taxpayers (e.g., those starting up, experiencing financial losses or with expiring tax credits) couldn't enjoy the
benefits of regular MACRS, and could elect to use ADS to preserve depreciation deductions.

The SFC summary makes it clear that among the principal rationales for adopting PACRS are the more



accurate measure of economic income for tax purposes and simplification. If PACRS does measure economic

depreciation better than ADS, there is no reason to not use it for the calculation of earnings and profits 31 and

alternative minimum taxable income. 32 Similarly, if PACRS no longer represents a tax preference or

expenditure, there is no reason not to use it for tax-exempt use, tax-exempt financed or foreign property. 33

31 Using PACRS for the calculation of earnings and profits won't eliminate the need for multiple
accounts for existing property because such property will have different adjusted bases for earnings
and profits and regular tax purposes as of the effective date of PACRS. This difference won't vanish
over time unless the taxpayer eliminates the relevant pool.

32 Other sections of the discussion draft eliminate other AMT tax preferences and adjustments. In
light of these proposed changes, the staff summary seeks comments on whether the corporate AMT
should be repealed and how AMT credits should be treated.

33 If PACRS provides depreciation allowances that are slower than regular MACRS, but faster than
ADS, it may seem strange to some policy makers that the effect of the discussion draft is to
decelerate cost recovery on domestic investment while accelerating cost recovery on foreign
investment, relative to present law.

It should be noted that the discussion draft requires the taxpayer to use separate pools (but the
same applicable rates) for domestic and foreign property. This likely is done to facilitate the
calculation of foreign-source income.

Finally, the draft eliminates the ability of a taxpayer to elect to use a slower depreciation system. Perhaps the
loss of MACRS allowances may obviate the need for the election, and the creation of an additional depreciation
system may not be warranted for the few remaining cases that would need it. A more appropriate remedy for

these taxpayers could be the liberalization of the net operating loss carryover rules. 34

34 A version of this rule could allow a taxpayer to increase its PACRS pool balance by the amount of
depreciation that contributes to a net operating loss in lieu of carrying forward the loss.

Treasury Authority

The discussion draft provides the secretary of the treasury, in consultation with the secretary of commerce,
with the authority to reclassify any property as real property or pooled property, to reassign any pooled
property to another pool and to modify the asset classes described in Revenue Procedure 87-56 or to create

new classes. 35 Treasury must base these reclassifications or reassignments on the anticipated useful life and
anticipated decline in value over time of the applicable property, taking into account technological or
functional obsolescence.

35 The collective minds of the SFC, JCT and CBO staffs, utilizing BEA data, have exercised similar
judgments in developing the initial PACRS pools in a manner that wouldn't have been indicated
solely by following the Revenue Procedure 87-56 classifications. For example, see footnote 11. In
addition, assets used in the manufacture of carpets and textiles and assets used in the manufacture
of medical and dental supplies were split out of Class 22.3 and placed in separate pools. How and
why such diverse assets were ever placed in the same class is a story probably lost for the ages.

Treasury must publish a schedule reflecting the appropriate classification and assignment of all PACRS
property pursuant to the exercise of this authority. Any classification or assignment is treated as a major rule
under the Congressional Review Act (CRA).

Finally, the secretary of the treasury, in consultation with the secretary of commerce, must conduct an
ongoing study analyzing the number of asset pools, the appropriate applicable rate for asset pools, the
assignment of assets to pools and the PACRS treatment of real property. Treasury must submit a report of its
findings to Congress no later than 10 years after the date of enactment of the provision and at least every 10
years thereafter.

Observations:

Treasury traditionally has had substantial authority in the development of cost recovery systems. Prior to
1981, Treasury developed the different versions of class life and asset range systems to lessen disputes with
taxpayers, to better reflect income and, at times, to enhance revenue. In 1981, Congress enacted the
accelerated cost recovery system (ACRS), which statutorily assigned recovery periods and methods for almost
all depreciable property, ending Treasury's discretion. These lives and methods provided depreciation



allowances that were significantly accelerated relative to economic depreciation, eliminating the need for
taxpayer redress.

In the Tax Reform Act of 1986, Congress modified ACRS (i.e., MACRS) to slow depreciation allowances. When
originally enacted, MACRS provided authority to the secretary of the treasury to adjust the class lives
applicable to most types of tangible personal property. This authority was repealed in 1988 before it was

invoked. 36 From time to time, Congress has instructed the Treasury Department to study the depreciation
allowances applicable to specific types of property (e.g., horses, fruit and nut trees, scientific equipment,
rental tuxedos and vehicles) and report their findings to the tax-writing committees. These studies were
conducted by Treasury's Office of Depreciation Analysis, a function that has since been disbanded.

36 Tax lore has it that Congress revoked this authority soon after Treasury opened a depreciation
study that likely would have indicated that the depreciable life of an asset manufactured in the home
state of a certain responsive elected official was too short.

A significant criticism of the current depreciation system is its reliance on class lives developed decades ago.
These class lives don't reflect the changes brought on by the implementation of new technologies into

production processes or the emergence of new industries. 37 Most observers would agree that the Treasury
Department, in consultation with other administrative agencies such as the BEA, has more and perhaps better
resources than Congress to study and implement tax depreciation based on economic depreciation. This ability
must be balanced against Congress's general reluctance to grant legislative authority to administrative
agencies. The discussion draft balances these concerns by defining Treasury's authority, establishing a process
by which the authority may be implemented and requiring periodic reports on depreciation analyses.

37 See, hearing testimony for Senate Committee on Finance, Subcommittee on Long-Term Growth
and Debt Reduction, “Updating Depreciable Lives: Is there Salvage Value in the Current System?”
July 21, 2005.

Treasury has authority to treat an asset as real property or pooled property, to reassign an asset from one
pool to another and to assign a previously unclassified asset to a class. These determinations are to be made
based on anticipated useful lives and declines in value, taking into account technological or functional

obsolescence. 38 It doesn't appear that Treasury has the authority to eliminate or create a pool, change the

applicable rates for the pools or modify the 43-year period for real property. 39 It may study and make
recommendations to Congress on these features of PACRS.

38 Taking obsolescence into account is important. Consider a personal computer or similar device;
properly maintained, it can continue to perform its original function for decades. However,
technological developments annually result in superior competing products that relegate the original
device to the dump much sooner.

39 As explained above, adding new assets to a pool or re-sorting assets among pools likely will
change the BEA weighted economic depreciation rates for the affected pools, and following the
formula described in the CBO letter, could change what should be the applicable rates for the pools.
It doesn't appear Treasury has the authority to modify new applicable rates following an asset
reassignment.

The implementation of the authority granted to Treasury is treated as a major rule under the CRA. 40 The CRA
provides a process in which Congress has a limited time to review, and an expedited process to possibly

reject, certain agency rules before they take effect. 41 The classification as a major rule allows Treasury to
exercise legislative authority under PACRS while preserving congressional oversight over the tax depreciation
system.

40 The CRA defines a major rule as one that has resulted in or is likely to result in (1) an annual
effect on the economy of $100 million or more; (2) a major increase in costs or prices for
consumers, individual industries, federal, state or local government agencies, or geographic regions;
or (3) significant adverse effects on competition, employment, investment, productivity or
innovation, or on the ability of U.S.-based enterprises to compete with foreign-based enterprises in
domestic and export markets. It isn't clear whether Treasury's implementation of its authority under
PACRS necessarily would be a major rule.

41 First, agencies must submit all new rules to the parliamentarians and leadership in both the
House and Senate and the Government Accountability Office. A member of Congress finding a rule



objectionable can introduce within 60 days a resolution of disapproval that is referred to the
committees of jurisdiction. In the Senate, if the committee hasn't acted within 20 calendar days, the
resolution can be discharged upon a petition supported by 30 members, and placed on the calendar.
In the House, there is no such petition provision, and the resolution would be treated like any bill.
The CRA prescribes special expedited procedures that limit debate in the House and ban a Senate
filibuster for consideration of the resolution. A rule essentially disappears if the motion to disapprove
passes in both bodies and is signed by the president, and the agency is banned from promulgating a
similar version of the rule at a later date. Barring congressional action, a major rule goes into effect
60 days after it has been submitted to Congress. See, U.S. Government Accountability Office, at
http://www.gao.gov/legal/congressact/cra_faq.html#1, and Center for Effective Government, at
http://www.foreffectivegov.org.

Conclusion
The introduction of PACRS in the SFC discussion draft should spark discussions of the overall role of cost
recovery in the tax system and the economy, and analyses of the appropriate treatment of specific assets.

PACRS likely raises significant federal revenue, attempts to provide a better measurement of economic
income, effectively updates the asset class life system, represents a significant degree of simplification and
provides a framework for future refinements. These perceived benefits must be balanced against competing
concerns, including the amount of corresponding tax rate reduction, the effects on the cost of capital and
specific industries (and any ancillary economic consequences) and the transition treatment of property.
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